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AFTERNOON SESSI ON [1:52 p. m]

DR. W LENSKY: Let's reconvene. | want to begin
by turning it over to Genn to share with us the results of
t he caucusing done with David and | think Bob Rei schauer was
involved with this, and a little advice from HCFA to nake
sure we had an under standi ng about the current scope of work
by the PRGs. dd enn?

MR. HACKBARTH. | failed, Gail, to cone up with
| anguage that nustered nore support, nore enthusiastic
support, than what we had already voted on. | think we
probably have gone past the point of dimnishing returns in
t he di scussi on.

So wth that in mnd, | reconmmend that we just
stand by the vote that we've already taken and nove on.

DR. WLENSKY: | think maybe what we can try to do
is raise in discussions, in the discussion that follows the
recommendati on, sone of the issues that we tal ked about. |If
it wasn't clear, you can nake sure, sharing with Miurray, the
sense of what we want to nmake sure is included in that

paragraph follow ng the recomendati on.
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Let me turn this over to Jack.

MR. ASHBY: A couple of introductory remarks here.
First of all, you'll be happy to know that we really tried
tolimt our presentation here today. |It's still not
exactly what one would call short, but we really did work at
[imting it down.

We are only going to present the draft
recomendati ons --

DR. NEWHOUSE: W need a quality assurance nethods
to shorten a presentation.

MR. ASHBY: Better than ever, that's right. W
hope.

We're only going to present the draft
recommendati ons thensel ves, or options for recomendations
if that's as far as our thinking has gone. And in a few
cases, anal yses that are new since our |ast neeting. Mbst
of those new anal yses are estimtes of the inpact of these
various policy options. |I'msure you all noticed that they
were not in your mailing materials. They just canme off the

conputer about last night, as a matter of fact.
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We have a couple of other scattered things that
don't exactly fit into the flow of the presentation, but are
new and we thought that you'd find theminteresting and so
we kind of inserted thembriefly into the presentation.

I f you look at the first overhead, this is an
outline of where we're going here. W'IlI|l start out by
returning to the financial analysis that Jesse presented
|ast tine. Here we have only one chart to present, so
that's a one mnute session. Then we're going to work our
way through the five areas where we do have potenti al
recomendati ons.

Now t he chapter has one additional session, and
that's the treatnment of length of stay. But | just wanted
to rem nd ourselves that we decided last tine that we're
going to hold that until the next cycle. So we left it off
t he agenda today all together.

Lastly is an entirely separate discussion of
paynment issues that have to do with rural site facilities,
that Sally will be doing.

| f you |l ook at the next overhead, | wanted to
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expl ain our inpact analysis briefly.

DR. RONE: Before you get started, Jack, can | ask
the chairs how we're going to do this? Are we going to do
this sort of when we get to the recommendation -- could we
have a lot of different pieces, as Jack just outlined.

MR. ASHBY: There's five different pieces. Do we
want to go through themall or do we want to deal with them
one by one.

DR. ROAE: That's ny question.

DR. W LENSKY: Wy don't we go through all of the
information and then we'll take up the reconmmendations at
the end one by one.

MR. ASHBY: All right.

| wanted to take a | ook at how we went about doing
this inpact analysis. This is the inpact of the various
option on Medicare inpatient margins. |t conpares a
baseline margin with the margin that would result fromthe
policy being inplenented, costs held constant.

The baseline for this is the '99 actual margin

adjusted for the change in disproportionate share paynent
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policy that was enacted through Bl PA and has al ready gone
into effect. That change, if we can review back to March
woul d i ncrease rural hospital paynents by 1.7 percentage
poi nts.

It was suggested at the last neeting that we
exam ne the inpact of the options on hospitals with margins
bel ow zero. W did take up that suggestion. So we defined
a low margin group and a high margin group, the |ow defined
as below zero and the high as above 12. You'll see here how
t hose groups fall out. A nuch larger proportion of the
rural hospitals are low margin than the inpatient, so we
need to keep that in mnd as we | ook at the inpact on these
gr oups.

The last thing | just wanted to say is that the
primary purpose of our session today, of course, is to
finalize our recommendations. But we also have a fairly
| engthy draft chapter and this is an opportunity to make
comments on that draft. |If you have fairly m nor or
editorial cooments, feel free to just give themto us so we

can keep things noving, but there is the opportunity to



10

11

12

13

14

15

16

17

18

19

20

123

raise significant issues with drafting that need to be
di scussed.

So unless there's any questions, we'll get on with
the first session, which is financial.

MR. KERNS: The first thing we want to do is
update you with the rural hospital financial performance by
degree of ruralness. Wile nost of the analyses in this
presentation will discuss the classic rural hospital groups,
we wanted to bring you up to speed on these new findings,
especially after Julian's presentation this norning.

This table shows three things. First, the
Medi care inpatient margin is skewed in favor of the nost
urban and the nost rural hospitals, which have the highest
i npatient margins and the small est proportions of negative
margins. That the nost rural hospitals had a margin
exceedi ng 8 percent suggests that the existing special
paynment policies that seek to target isolated hospitals have
i ndeed had a positive effect, at |east on average, for these
hospi tal s.

Second, the opposite story holds for the hospital
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total margin. Although rural hospitals generally have
hi gher total margins than urban hospitals, the nost isolated
rural hospitals are an inportant exception. They had the
| onest margin at negative 0.4 percent.

DR. ROAE: Could you clarify whether total margin
means total margin?

MR. KERNS: Yes, total margin, not Medicare. Al

payer .
DR ROAE: O total Medicare margin?
MR. KERNS: No, all payer.
DR. ROAE: And inpatient margins neans --
MR. KERNS: Medicare inpatient.
DR ROAE: You're mxing ternms a little bit then
MR. KERNS: There's only so much roomon the
sl i de.

DR. ROAE: So inpatient margin is only for
Medi care, but total margin is for all payers?

MR. KERNS: You're right. That was originally in
the title and to save space | took that out.

DR ROAE: And total margin is all payer?
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MR. KERNS: Yes, sir.

DR ROAE: And inpatient margin is Medicare only?

MR. KERNS: Yes, but this gives you at | east sone
i dea of how they're perform ng under Medicare and then
overal | .

DR. W LENSKY: You coul d have done a tota
Medi care margi n?

MR. KERNS: Yes. W have that, too.

DR. WAKEFI ELD: You don't have outpatient care
t hen?

MR. KERNS: No, but we could run that. | think
the outpatient is going to | ook the sanme for all the groups,
within a negative 15 and negative 20 it's being skewed.

DR. WAKEFI ELD: [i naudi bl e] .

MR. KERNS: Yes, and | can do that. | could do
that, there was only so nuch room

To go with the story about the total margin, why
that's interesting is that rural hospitals generally do have
hi gher total margins. The fact that it doesn't work for the

nost isolated rural hospitals is a fairly inportant point.
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The third point is that the inverse relationship
of Medicare inpatient margins and hospital total margin
suggests that although efforts to increase Medi care paynents
to hospitals in those areas appear to have had a favorable
i npact, they may not be enough to nake up for other narket
pressures.

Large urban hospitals face the nost financial
pressure from unconpensated care and nanaged care while the
nost isolated rural hospitals may al so face pressure from
unconpensated care as well as fromvery | ow vol unme and
difficulty in attracting skilled workers. These pressures
underscore that the problens of these hospitals go well
beyond Medi care.

MR, ASHBY: Ckay, on to our first policy area,
whi ch is disproportionate share.

MR. DeBUSK: One thing before that, on the urban
percent with negative total margin, is that from operations
or is that fromall sources of inconme?

MR. KERNS: All sources of incone, including non-

pati ent revenue.
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MR, DeBUSK: See now there we get really skewed
right there.

MR. KERNS: You're right. That does include non-
patient revenue and everything el se.

MR. DeBUSK: W need to be | ooking at operations,
not inconme from other areas.

DR. WLENSKY: First, | think there's a question
of whether we have the data for that. But the second is |
think there's also a policy question, depending on what we
want to | ook at, as to whether or not we want to | ook at
total margins that show the financial well being at a nonent
intime of a hospital. W have total Medicare margin, which
we're seeing. O we have total margins.

Those are all valid nunbers, but | think that
there's nothing that is inappropriate about having a total
margin, as long as you distinguish that's what you're
| ooki ng at.

MR, DeBUSK: | understand what you're saying. But
| ooki ng at these, when these are put together, to see what

this would ook like after the | ast three or four nonths of
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the stock market, it would be a whole different |ook. But
|"ve said enough, that's just an outlier.

DR. RONE: The inpatient Medicare margin, that's a
core Medicare paynent? O does that include DSH and GVE and
all the rest of thenf

MR, KERNS: DSH, GVE, IME, they're all netted in
t here.

DR RONE: So we're not really conparing apples to
appl es here. Those are special paynents.

MR. KERNS: On the urban side, for sure.

DR. ROAE: Totalling rural, also. That's why the
8.4 is there.

MR. KERNS: That's why | said the --

DR. RONE: That's special paynents.

MR. KERNS: The efforts to reach those hospitals
appear to have nmade a real difference.

DR. WAKEFI ELD: What did you say, Jesse?

MR. KERNS: That the totally rural inpatient
mar gi n does reflect the efforts to send special paynents to

t hose hospitals, such as sole comunity and critical access.
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Well no, critical access wouldn't be because it's not in the
dat abase.

DR. WAKEFI ELD: 1'd just ask you again if sone
point in time we could have the outpatient data on this,
too, for rural hospitals.

MR. KERNS: Yes, absolutely.

DR. WAKEFI ELD: To nme, that's at |east as
inportant as inpatient margin. Total margin, that Medicare
margin --

DR. RONE: W have that in the chapter

MR. ASHBY: W didn't bring it up today, Mary
because it was just a matter of focusing where the action
is. The outpatient doesn't have anywhere near the variation
that the inpatient does.

MR. KERNS: Jack is definitely right.

DR. W LENSKY: Again, this chapter is inpatient.
We have a chapter that we will be dealing with tonorrow that
IS outpatient.

DR. WAKEFI ELD: Right. 1It's the total margin al

payers that led ne to ask for that.
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MR. KERNS: | could get those nunmbers for you
Mary. That's going to be part of our output. Any other
gquestions?

MR. ASHBY: On to disproportionate share. If we
can look at this first overhead, this is the draft
recommendation. It's the sanme one that we had up at the
March meeting. But to review the history just very briefly
here, we have a MedPAC proposal on the table, of course,

t hat woul d equal i ze paynent rates between urban and rura
hospitals in addition to bringing incones in care into the
| ow i ncome shares used to distribute nonies.

Congress partially inplenented that
recommendation. It at |least equalized the eligibility
requi renents for DSH but capped the DSH add-on at 5.25
percent for rural hospitals, whereas there is no cap on the
ur ban si de.

This recommendati on woul d essentially represent a
second step in reformng DSH Not the full thing, but a
second step. The BI PA change elim nated about one-third of

t he di screpancy between urban and rural. This change woul d
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el imnate about two-thirds of the discrepancy between the
two groups.

Looki ng at the inpact table on the next slide, |
wanted to highlight just two things here. First, the
proposal would raise paynents in rural hospitals by 1.4
percent, and there would actually be an increase of simlar
proportions for urban hospitals with I ess than 100 beds, but
there are so few of themthat, as you see, the urban inpact
actually rounds to zero.

Secondly, | wanted to point out that the |argest
i ncreases would go to the last two groups. These are the
rural hospitals that don't currently benefit fromany of the
speci al paynent provisions that are on the books. W think
this is a good outcone, really. [It's an equali zing,
| eveling the playing field kind of an outcone.

But that's a lead-in to the next table, where we
see sort of a different outcone. Unfortunately, we see here
that at the individual hospital |level, the targeting is not
the best. The increase in paynents is actually a bit

greater for high margin rural hospitals than | ow margin
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rural hospitals.

That speaks to the problem of continuing to base
di sproportionate share on |ow i ncone shares that don't
refl ect unconpensated care and, in essence, speaks to why
it's inmportant that we stop short of elimnating the cap al
t oget her.

We did do a sinmulation simlar to this two years
ago of our full proposal that does bring in unconpensated
care. And there we found a very different outcone. It did
i ndeed raise paynents for the |low quartile by margins
considerably nore than the high quartile. So this sort of
enphasi zes that it's a useful step but it does not take it
us all the way to where we need to be.

So that's the picture on the DSH recommendat i on.
| guess we woul d probably want to take questions at this
point, or should we just continue straight on?

DR. WLENSKY: | think we ought to continue, and
then before we get to the discussion on the psych hospitals,
go back and take each of these recommendations up, in terns

of either nodifying or voting.



10

11

12

13

14

15

16

17

18

19

20

133

MR. ASHBY: All right, then the next is |ow vol une
adjustnment with Craig.

MR LISK: I'mgoing to talk about the small scale
operation section of the report and the potenti al
recommendati ons you can nmake. This first table here shows
the overall financial performance, both Medicare inpatient
PPS and total margins for hospitals if there is total
di scharge vol unes.

As you can see, hospitals with less than 200
di scharges and those with under 500 di scharges both had
negative margins on the inpatient side and actually also for
total margins with essentially, nore than half of these
hospi tal s havi ng negative inpatient PPS margins and actually
al so on the total margin side of things. So their financial
performance is overall worse than higher volunme hospitals.

DR ROAE: This is all payers total

MR LISK: The total margin is all payers;
correct. So those nunbers are actually pretty large, in
terms of the proportion of hospitals that have negative

mar gi ns. Again, these are |ow volunme hospitals and this is
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including their total overall business, as well. So it's
just not the inpatient care.

I f you recall previously, we did discuss that
inpatient care is not necessarily a large share of these
provi ders' business.

So we have a recomrendati on and we presented the
information to you before on what a | ow vol une adj ust nent,
internms of what the rel ati onship between | ow vol une and
patient care costs are. W have a potential reconmmendati on,
it is that the Congress shoul d devel op a graduated
adjustnment to the rates used in the inpatient prospective
paynment system for hospitals with | ow overall discharge
vol unes.

DR. ROAE: Low would be | ess than 5007

MR, LISK: Low would be |ess than 500. What we
did for a sinulation is sonething that's simlar to the
overall relationship. It was sonething that's relatively
si npl e.

DR. RONE: You have that curve.

MR, LISK: Essentially we did though actually a
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straight line, fromstarting at a 25 percent adjustnent for
the very |l owest going to zero once a hospital reaches 500.
So we did it just for sinplicity, there's different
alternatives that could be done. But that's what we ended
up nodel i ng.

So given what we nodel ed, the next slide shows the

potential --

DR. WLENSKY: | want to raise an issue. | assune
it wll cone up on a nunber of times. It's going back to
this inpatient Medicare in total margin. |I'mfinding this -

- it's not obvious when you pick up the table what you're
| ooking at. You've got to | abel Medicare inpatient and
total margin AP, all payer.

MR. ASHBY: We will nake sure that is clear in the
report. We can at |east say that every table from here on
out will be Medicare inpatient margin.

DR. W LENSKY: Just because when nornmally you'd
pick it up, you'd think you' d be | ooking at Medicare
i npatient, Medicare total, or total inpatient or total

total, and it was not at all obvious that you do Medicare
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i npatient and then total all payer.

DR. ROAE: Your glee, Jack, with the fact that al
the tables will be Medicare inpatient rem nds ne of the fact
that we tried to kill the concept of Medicare inpatient a
coupl e of years ago [inaudi bl e] because we thought it was
m sl eadi ng and we shoul d use at |east the entire Mdicare
rather than just Medicare inpatient margins. So naybe we
coul d, when we get to the chapter, nmake sure we include at
| east a total Medicare margin.

It seens to ne one of the problens we have is the
unit of analysis. Maybe if we get the Medicare inpatient
margin right for all hospitals, sonebody says well what
about the inpatient cardiac margin or inpatient ESRD margi n?
We're always going to find sonething that's unequal

MR. ASHBY: On the other hand, for the purposes of
view ng the inpact, we sort of thought the inpatient margin
was the best way to see the inpact, because after all this
is an inpatient paynent system The broader is inportant
perspective, but this is what we first and forenost want to

|l ook at, is what is the inpact on the paynment systemwe're
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trying to design there?

DR. WAKEFI ELD: Could I comment on that? | think
| kept using the term nology of patient and | want to nake
sure Jesse doesn't go off in a direction that | wouldn't
have i ntended him \Wat Jack just said, | think it got ne
back on the right track

VWhat | was interested in was what | think you
termed nost of Medicare, the MOM margi n, about a year ago.
That's what | was asking for. That's what we were asking
for, I think, at the conm ssion starting about a year ago,
whi ch woul d be nost to have reflected here.

Take out ny request for outpatient, | was
interested in that broader category. M apol ogies.

DR. NEWHOUSE: Jack, I'mnot sure | agree with
what you just said in response to Jack, that what we shoul d
be interested in is the Medicare inpatient margin, or total
Medi care or total total

| would agree with you if it were sonething that
affected the weights or relative prices for inpatient care.

This is basically an add-on that goes to the hospital to use
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as it seenms fit, in a sense. For that, it seens to ne --

MR. ASHBY: For disproportionate share,
particul arly.

DR. NEWHOUSE: DSH is what | nean specifically.
For that purpose, it seens to nme, a total, one or the other
of the totals is what's relevant. Probably the total --

MR. ASHBY: Yes, you're absolutely right, DSH is
different in that sense.

MR. LISK: Myving on. This is the recommendati on.
What | want to now go over is generally the inpacts of
i npl enenting | ow volunme adjustnent. | have three sets of
margin tables. Again, as Jack said, these are inpatient
mar gi ns and we have what is the baseline margin and what is
the margin after the policy change.

The net effect, though, is of a | ow vol une
adjustnment as we nodeled it is the anount of paynents that
would go for this. And this is not budget neutral, so the
0.0 actually rounds down to zero. The anpunt of npbney put
into the systemfor this would be roughly $22 million to

fund the low volune adjustnent. It would increase paynents
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to roughly 10 percent of the hospitals, in ternms of doing
that, w thout any access criteria.

So the anmpbunt of noney that we're tal king about is
relatively small, so when you | ook overall, in terns of
i ncreases in change of paynents for aggregate rura
hospitals, we're only seeing a .2 percent change, for
instance. But you see a slightly |arger change for Mdicare
dependent and other rurals that are | ess than 50 beds.

About a quarter of |ow volunme hospitals that are
recei ving hospital specific rates under the sole comunity
hospi tal program or Medi care dependent hospital program
woul d start receiving PPS rates under the | ow vol une
adjustnment. So the new PPS rate would be higher than the
hospital specific rate for those providers.

Moving to the next slide, though, this is where we
show what nore of the inpact is on the inpatient margin for
| ow volunme providers. So we only see the effects here of
the hospitals with | ess than 200 beds and 200 to 500 beds.
As you can see, the inpatient margin goes down from 16. 4

down to 5.7 percent for those with less than 200 beds.



10

11

12

13

14

15

16

17

18

19

20

140

There's 11.2 percent --

DR. ROWNE: Discharges, not beds.

MR LISK: 200 discharges. Less than 200
di scharges, thank you. As you can see, there's 11.2 percent
change for that group as a whole and 4.8 percent, about 5
percent, for those between 200 and 500. That does
dramatically inprove their margins, as you can see.

DR ROWE: That's the sanme, $22 nmillion?

MR LISK: That's still the same, just $22
mllion; correct.

DR RONE: So it's really a small nunber of
hospi tal s.

MR LISK: It's a small nunber of hospitals. It
is roughly 10 percent of hospitals would see an increase in
their paynent here, though. So it's a small nunber, but
it's arelatively big inpact. This has been nentioned
before, in terns of what's the inprovenent in terns of how
many woul d be brought above zero in terns of negative
mar gi ns.

Still, the majority of those hospitals with under
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200 di scharges would still have negative margins. O those
with the 200 to 500 di scharges, where 50 percent had
negative margins, it would be brought up to only 37 percent
havi ng negative inpatient margins.

DR. REI SCHAUER: Are you nmaking the adjustnent you
tal ked about, where the two | ow volunme hospitals right next
to each other, counting them as one?

MR LISK: No, we're not. This is not providing
any access criteria involved. This is just doing the
adj ust nrent, whether you're low volune. Now I'mgoing to
report on sonething about that in just a nonent here. Maybe
that's a good transition for this. [It's not a slide.

MR SMTH  One question. | just want to nmake
sure | understand what we're | ooking at here. The baseline
Medi care inpatient margin on the slide that you just showed
for less than 200 di scharges is 16. 4.

MR LISK: That's different fromthe margin on the
previous chart. That is because one is what is the '99
margin and the other is we're sinmulating 2001 paynent policy

wi th the DSH changes and ot her changes that were nade as
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part of BIPA. So that had a net effect of increase the
mar gi ns slightly.

MR. ASHBY: It just adds in paynents that they've
al ready received.

DR. ROWNE: Does BIPA have an effect here? 1Is this
pr e- Bl PA, post - Bl PA?

MR LISK: This is post-BIPA but in reality the
hospitals are pre-BIPA in terns of how they' re actually
operating, in terns of the..

DR. RElI SCHAUER: There's no Bl PA behavi or al
response.

MR. LISK: There's no Bl PA behavi oral response,
correct.

DR. NEWHOUSE: We don't know.

MR DeBUSK: |If we're going to take -- that $22
mllion change affects your |less than 200 and 200 to 500,
why woul d you not pool the | owest one there, |ess than 200
di scharges, up to at |least where it was a break even?

MR, LISK: That would be an issue in actually

devel opi ng what you had. That's one of the options between
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bringing a cost-based system-- you know, paying based on
cost versus providing an adjustnent like this, as well.

DR. RONE: Don't get trapped here, Pete. This is
just the inpatient. The smaller the hospital is, the
greater proportion of the hospital's activity is non-
inpatient. And until they show you what the total Medicare
margin is for those hospitals, you don't...

DR. NEWHOUSE: Also it may be across the street
from anot her hospital.

MR. ASHBY: Rest assured though that when we do go
to total Medicare, it wll still be negative.

MR LISK: | don't have a slide on this but in
terms of tal king about across the street from ot her
hospitals, we recently got road mle distance neasures in,
in ternms of saying how many of these hospitals are X mles
away from another hospital. Wat we reported in your paper
were air mle distances, and now we have road mle
di stances. Unfortunately, | don't have a slide on this.

But | can give you the basics on this.

For the hospitals that are less than 15 mles
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apart, 14 percent of the | ow volune hospitals are | ess than
15 mles fromother hospitals. So 86 percent are nore than
15 mles, so are a fair distance from another hospital. 1In
fact, 51 percent are nore than 25 mles distant from anot her
hospi t al

So that gives you an idea that a |arge portion of
t hese hospitals are not close, using a 15 mle standard for
i nstance, to another hospital. So | think that's inportant
to bring up.

The next slide shows | ow volune inpact on the | ow
mar gi n hospitals and the higher margin hospitals. Here we
see small changes for that group overall. But again, since
they nmake up such a small portion of all these hospitals,
you're not going to see big changes here.

DR ROWE: Jack said that, rest assured it would

still be negative and | want to see, if we brought -- what
did you nean by it would still be negative.

MR. ASHBY: In the end, you see that -- actually
it was on the previous chart -- that in the I ess than 200

di scharge, even with the adjustnment, they still have a
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negative inpatient margin. M/ comment was if you brought in
the ot her services, so you had total Medicare rather than
just inpatient, it would definitely still be a negative.

The other services are not going to raise their margins.

DR. ROAE: That's ny question.

MR. ASHBY: That we know.

MR, LISK: The other aspect with hospitals with
negative margins, for those that we classified as totally
rural hospitals in the previous slides, the nunber with
negative margins would drop from35.5 percent to 25.8
percent. So we woul d reduce that proportion quite
substantially, in terns of that group that has negative
mar gi ns.

DR. WLENSKY: 1'd like to rem nd the
comm ssioners that apropos our earlier discussions, what we
have tal ked about are strategies that Medicare can adopt
that are reasonabl e Medi care changes that would al so have a
beneficial effect on rural hospitals.

So to the extent that we have seen presented

informati on that suggests that |ow volunme hospital s have
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costs that are different from scale effects that are
different fromthe other hospital structure, there is a good
justification for making a | ow vol une adj ust nent .

But it would be at |east very contrary to the
noti on of saying shouldn't we just w pe out any negative
mar gi ns, whether we're tal ki ng about total margins or
inpatient margins, again to try to make the distinction that
we're trying to fine tune the Medi care paynent strategies in
ways that better reflect costs, and that we can use in good
conscience to justify under Medicare changes. And to the
extent that we think there may remain policy issues that are
appropriate for the Congress to think about, that woul d
assi st rural areas that go beyond Medi care, we ought to
regard them as separate.

We have stated that, but | think we're sliding
back into this problem when we tal ked about why we didn't

get rid of all the negative margins.

MR LISK: So the next slide, you may want to

consi der having a recommendati on on an access requirenent,
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and that's what this slide provides that recommendati on for,
internms of the Congress should only apply a | ow vol une
adjustnent to hospitals that are nore than a specified
nunber of mles fromanother facility providing inpatient
care.

We sinulated the less than 15 mle criteria and
that woul d reduce the total paynents going to | ow vol unme
hospitals to about $17 million. 1In terns of the proportion
of hospitals affected, it would reduce the nunber by 14
percent basically.

DR. WLENSKY: We'Ill conme back to discuss this.

It seens like a lot of trouble for 14 percent of the
hospi tal s.

MR. LISK: Thank you.

MR. ASHBY: The next is wage index related issues
wi th Julian.

MR, PETTENG LL: At the |last neeting we started
out by discussing why an accurate input price adjustnent is
necessary. And we also identified the particul ar problens

wi th the wage i ndex that need attention, which include



10

11

12

13

14

15

16

17

18

19

20

148

occupational mx differences, |abor market size and boundary
probl ens, the age of the wage index data, and the issue of
whet her the | abor share may or may not be too high.

VWhat 1'd like to do this tine is respond to sone
questions that were raised at the last neeting, by Jack in
particul ar, and highlight the policy options under
di scussion and their consequences. And finally, reviewthe
draft recommendations you saw | ast tine.

I'"d like to start with these bar charts, just for
fun. A lot of people had the inpression that wage index --
wage rates are high in urban areas and low in rural areas,
and that's certainly true. But there are also sone rura
| abor markets where the wage index is high and there are
many urban | abor markets where the wage index is | ow
There's a |l ot of overlap here.

DR. RONE: VWiich is correct, the one you're
showi ng or the one that's in our packets?

MR. PETTENG LL: There's two. One of them shows
the distribution of the wage index, urban and rural wage

i ndex val ues by | abor market area. That is, it shows you
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how many of the | abor market areas are distributed at what

| evel .

That's rural |abor markets and urban | abor
mar ket s.

DR. ROSS: They got reversed in your packet.

DR ROAE: So this one is the second one in our
packet ?

MR. PETTENG LL: Right, and that's hospitals.

So that's the story. There are, however, nore
hospitals, nore rural hospitals, toward the | ower end than
there are rural |abor markets to the low end. And the urban
hospitals, correspondingly, are nore concentrated at the
upper end.

Let's tal k about options for dealing with
occupational mx. This is mainly where the action is, |
think, at the nmoment. People have identified a nunber of
different options. One, in the |longer run, use occupational
specific wage data. That's sonething that HCFA is working
on, and presumably will be available three or four years

down t he road.
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In the short run, people have tal ked about
establishing a wage index floor, for exanple at .9, .92,
.925. Conpress the wage index by raising it to a power of
| ess than one. That is, drag it in fromboth ends.

Compl ete the phase out of the existing wages for teaching
physi ci ans, residents and CRNAs. Those are the three
options, as far as | know, that are on the table.

The next overhead illustrates the effects of a
fl oor and conpression. You saw a version of this last tine.
This one differs only because | added a wage index val ue of
above one to rem nd people that when you conpress the wage
index it conmes up at the low end but it cones down at the
upper end, as well.

The next table shows the proportion of |abor
markets. This is a question that Jack rai sed about what
fraction of |abor markets, hospitals and di scharges woul d be
affected by the floor? Well, if the floor were set at .9,
38 percent of the urban |abor markets and 72 percent of the
rural |abor markets woul d have their wage index raised.

Simlarly, 23 percent of the urban hospitals and 87 percent
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of the rural hospitals would have the wage index raised.
Those rural hospitals account for 89 percent of all rural
di schar ges.

So there was a notion, | think, last tinme that
maybe this would be sonething that would only affect snal
hospitals. That doesn't appear to be the case.

DR. RONE: Were you surprised by this?

MR, PETTENG LL: No. No, I'mnot. |If you're
affecting all of those rural |abor markets, they're all over
the country. They're state-wi de rural areas that have got
everything in them

DR. ROAE: The reason | ask is | wanted to nmake
certain that if we were making a change in order to neet a
policy goal, that it actually reached the institutions
you're trying to reach rather than sone [inaudi bl e].

MR, PETTENG LL: O course, it depends on what
your policy goal is, but I think that the policy goal of the
wage index, in general, is to nake paynent rates accurately
reflect market conditions.

DR. RONE: | agree with you that it depends on
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what your policy goal is. W can interpret the introduction
to the chapter as the policy goal is to equalize the

Medi care inpatient margins. That would be one policy. It
sort of depends on what your policy goal is.

DR. WLENSKY: Again, | think it's why we need to
go back to where we started this norning, that what we are
trying to do is to | ook at access to care, quality of care,
for seniors in rural areas. And particularly to the extent
that we can refine paynent rates or quality assurance
strategies that would inprove either the quality or inprove
the access for seniors that we ought to make such
recommendati ons as are appropriate.

To the extent that we think there are legitimte
policy issues that are being raised in rural areas that go
beyond Medi care, that we ought to reference other strategies
for their resolution beyond Medicare. | think that's one of
the issues that we keep tripping on.

DR. REI SCHAUER: On the hospitals, 87 percent
bei ng affected, have you taken out the ones that have gotten

reclassified? And if not, what fraction of all rural
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hospitals? Are we at 100 percent here?

MR. PETTENG LL: No, this is areally -- even
t hi nki ng about the floor puts you in a very peculiar place
when you start tal king about reclassification because as
soon as you put the floor in, you're going to have a | ot of
hospitals that reclassify. And now they have no reason to
reclassify, so presumably they would not |onger reclassify.

We did not nmake any attenpt to nodel that. Those
are decisions that hospitals -- it's an application process.
A hospital gets to choose what they're going to do.

If we had nore tine to play wwth it, we could take
that into account. |'msure that sonme fraction of the
hospital s, perhaps a substantial fraction of the hospitals
here, affected by the floor are hospitals that reclassified.
There are 490 reclassifications in 2001 and the vast bul k of
them are rural hospitals.

MR, HACKBARTH: We're | ooking at inposing a floor
or conpression as options because the true fixes are all out
in the future, of fixing the occupational m x problemor the

| abor nmarket definition?



10

11

12

13

14

15

16

17

18

19

20

154
MR. PETTENG LL: Right.

MR. HACKBARTH: That's the context for |ooking at
this? There isn't any particular reason for inposing a
fl oor based on the way the index is cal cul ated, that we need
a floor?

MR. PETTENG LL: That's right. Actually | think
that brings up two interesting points. One, is that if the
problemyou're trying to fix is occupational mx, what wll
happen is if you used occupational specific data, the val ues
for sone | abor market areas that have mmj or teaching
hospitals with | ots of teaching positions and residents and
hi gh paid staff of all kinds would come down.

And because the wage index is cal cul ated, any
change in it is budget neutral. The wage index val ues for
the remai ni ng markets would conme up, but not very nuch for
the nost part. So if you're going to take the wage index
value for a market from.75 up to .9, that's a much bigger
change than you woul d ever get from occupational m x
di fferences.

The second point is that if you' re going to fix
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t he | abor market areas, which by the way | don't think is
goi ng to happen any tine soon because it's a really
difficult problem then if you -- what fixing the |abor
mar ket areas neans is taking these big areas and cutting
them down so that they really represent hospitals that are
conpeting for the sane pool of [|abor.

| f you did that, what you would do is isolate a
ot of the hospitals that are | ocated out a way fromthe
cities, which are not now isolated. Those hospitals are
counted in the sanme | abor nmarket area, state-wide rura
area, and the current wage index shelters them 1t's higher
than the wage rates they' re actually paying.

I f you narrow the | abor market area definitions,
what woul d happen is their wage i ndexes would go down. And
in many cases, they would go down substantially.

So what problemare we trying to fix here? Does
the floor take you in the right direction? It doesn't take
you in the right direction for the nore isolated rura
hospitals. It takes you in the wong direction.

For the hospitals that are near urban areas and
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have hi gher wage rates, perhaps the floor takes themin the
right direction. | don't know Does it take themthe right
distance in the right direction? | don't know You' d have
to know what the new | abor market areas would |l ook like in
order to answer the question really.

But | do know for the nore isolated hospitals
you' re going the wong way.

DR. WLENSKY: | think the nore relevant answer is
it was raised as a policy option because it's been put on
the table. It's hard to inagine on a pure policy ground,
even with the difficulties, that a floor would be the
response, that the floor would be the policy response. |
think that we strongly agree that we need to inprove the
definition of an appropriate | abor market and we need to
i nclude the occupational mx. W support that. But it
woul d be hard to imagine the policy justification for using
a floor on the wage index. W'd have some serious questions
about whether we're overshooting the appropriate level, the
i kel i hood of getting it back fromthe appropriate |evel

once you set a floor strikes ne as about sonmewhere around
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zero.

DR. ROAE: How do we reconcile that, Gail, with
the fact that we have recommended or the Medi care program or
sonebody has recomended floors in the Medi care+Choice
program for counties and things |like that.

DR. NEWHOUSE: We didn't recomrend that.

DR. WLENSKY: | believe that we not only didn't
recommend it, but we're now on record in our recommendations
and di scussions as saying that we believe that the direction
that we've gone in noves away from budget neutrality on the
part of governnent between traditional Medicare and
Medi car e+Choi ce.

So whil e obviously Congress will make the
deci sions that Congress believes is appropriate, | think
that the Medicare Paynment Advi sory Commi ssion ought to make
the recommendations that it believes are consistent with the
structure that we set up

DR. RONE: | guess what we should do then, if
there's a statenent about the purest or the theoretical

perspective on the floors, | guess if Congress is going to
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be reading this, or whatever, | guess there should be sone
indication to say that notw t hstandi ng MedPAC s position
Wth respect to this, there are sone elenents in the

Medi care programthat use this kind of a thing. Do you know
what | nean?

What is HCFA s response to your -- |I'mnot an
econom st. \What does HCFA say in response to your or our
position about floor as a bad idea in Medicare+Choice? Are
they against it, too, and just Congress did it?

DR. W LENSKY: | suspect it would depend on who
you asked. | think that the fact that Bob Rei schauer and |
who are sonetinmes in different places -- although not al
that often -- in ternms of recommendations, we're very
consi stent on the problens that you've raised in
Medi car e+Choi ce by trying to respond to geographic
di sparities by mnimzing or |owering geographic disparities
in introducing |arger disparities between a single market.

| thought that both the chapter and the executive
summary very appropriately indicated the problens. M

presunption, unless the comm ssioners choose to nove away
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fromit, is that a wage index floor is not consistent with
where we've been and where we will be in the future. This
is a policy decision that Congress may choose to nake for
redi stribution purposes to the rural hospitals, and that's
t heir choi ce.

But on grounds of including Medicare paynents,
it's hard to get there.

MR. HACKBARTH. |1'd feel confortable with that
basic reason. |I'malso troubled by the possibility that if
we put in a floor and then we get the data to do
occupational mx, it goes in the opposite direction and
we've just really nade a hash of the whole situation

DR. NEWHOUSE: That sanme logic could be applied to
conpression. It may overcorrect.

DR. WLENSKY: Yes, | think all the coments that
we made with regard to the floor are equally appropriate for
conpr essi on.

MR. PETTENG LL: The next chart shows the extent
to which the floor would affect hospitals with | ow margins,

| ow PPS inpatient margins. You can see that it would affect
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a fairly substantial proportion of hospitals with | ow
mar gi ns, 24 percent for urban |low margin hospitals and 78
percent for rural. And that the changes in the wage index
and in PPS paynents woul d be pretty substantial on average.

That's perhaps not surprising, but what's al so
interesting is if you ook at the next chart you see the
fraction of high margin hospitals that would be affected by
the floor. And those nunbers are pretty |arge, too, 18
percent for urban and 84 percent of the high margin
hospitals for rural would be affected. And the changes in
t he wage i ndex woul d be even bi gger.

The next one shows the -- we nodeled this w thout
budget neutrality because | presune that the proposal on the
table in certain places is to use new noney. So we nodel ed
it without budget neutrality at a level of .9, just because
we' re stubborn. These are the results.

You can see that it would raise paynents 3 percent
for rural hospitals on average. When you get down into sone
of the smaller rural hospitals, the percentage changes woul d

be larger, 5 percent, 5.1 percent. And of course, it would
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raise their margins substantially.

The next chart shows the same kind of information
for low margin and high margin hospitals. And there's
not hi ng surprising about any of this.

M5. ROSENBLATT: Wiat's the dollars?

MR. PETTENG LL: | don't know. | honestly don't
know. Mirray told nme, we don't make cost estinates.

[ Laught er. ]

DR. WLENSKY: The fact that this is not budget
neutral, | think we absolutely need to include sone idea of

how much noney we're tal king about in this non-neutral

wor | d.

MR, PETTENG LL: Ckay.

DR RElI SCHAUER: The other one was $22 mllion.

MR. PETTENG LL: This is substantially --

DR. W LENSKY: Because you can't tal k about doing
this without saying how many billions are we tal king about
her e.

DR. ROAE: This is not budget neutral

DR. WLENSKY: This is new noney.
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PETTENG LL: Jack says about $500 million

Conpressi ng the wage i ndex has many of the sane

difficulties.

It's just that in addition to that it would

reduce wage i ndex values inappropriately at the upper end

and there's little reason to believe that conpression woul d,

in the end, end up inproving the accuracy of the wage index

or the accuracy of Medicare's paynents under

PPS. The

i npact table for conpression is on the screen.

This one, the overall inpact here is very snal

because you're bringing down wage i ndexes at the high end

and raising themat the low end to sone degree. And in this

case, we estimated it with budget neutrality because a

change in the wage index of this nature woul d, unless

Congress changed the | aw, would be budget neutral. But it

has exactly the predictable effects.
i ndexes in paynents for
rural hospitals.

hospital s you' re tal king about,

| ow wage areas.

For

| ow and high margin hospitals,

It woul d reduce wage
urban hospitals and raise themfor
Al though it depends a | ot on which urban

because sone of themare in

that's on the
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next overhead, you would raise paynents for both | ow margin
urban and rural hospitals and |lower themfor high margin
hospitals on average. But of course, the effects here are
really pretty individual. You're going to get very
different effects. For sone |low margin hospitals they're
going to go up and others they will go down, actually,
because | ow and high margi ns are not associated with the
wage i ndex.

The last option is conpletely --

DR. REI SCHAUER | just have a question about
these. These nmargin percentages that you give are wei ghted
by size? O are they hospital averaged?

MR. PETTENG LL: They're dollar weighted

DR. REI SCHAUER  They're doll ar wei ghted?

MR. PETTENG LL: Yes. They're aggregate margins

DR. RElI SCHAUER: The cost estimate for the other
one was $308 mllion.

MR. ASHBY: Could | just interject for a nonent?
| was mxing up nmy large options here. This is not the $500

mllion one, this is the $700 mllion one.



10

11

12

13

14

15

16

17

18

19

20

164
DR RElI SCHAUER: No, it can't Dbe. | f the nunbers

are right, the .2 percentage point change in rural margin is
$22 mllion, then --

MR. ASHBY: Yes, but there's a big rounding effect
there, on the .2 percent.

DR. REI SCHAUER  You' re doubling what |'m saying.
That's big, big rounding.

MR, PETTENG LL: We will get you hard nunbers.

DR. REI SCHAUER It's big.

MR PETTENG LL: It's big, yes.

The | ast option was conpleting the phase out of
wages and hours for non-PPS activities, teaching physicians,
residents, and CRNAs. The inpact table for that, there's no
chance of going too far with this one. Qccupational m x
adj ustment would do the sanme thing, only a little bit nore.

This again is budget neutral. | don't know where
we got mnus 0.0. We would be reducing paynents slightly,
.1 percent for urban hospitals and raising them .3 percent
for rural hospitals with slightly bigger effects for sone

categories of rural hospitals and with correspondi ng changes
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in the margins. For low margin hospitals we'd be raising
paynments and margins, but only slightly, and reducing
paynments and margins slightly for high margin hospitals.

The next overhead is the draft recomrendation
| anguage. This is the sane as the | anguage you saw at the
| ast neeting, saying essentially the Secretary should fully
i npl enment the policy in 2002, rather than continuing the
phaseout over the remaining three years.

The remai ning issue, since we don't have nuch that
we can do about timng of the wage data and there's not hing
we can do about the | abor market areas in the short run, the
remai ning issue is dealing with the | abor share.

One point about the age of the data. There are a
| ot of people, a lot of anecdotes, a | ot of press about the
shortage of nursing personnel these days, and a | ot of
peopl e have worried about the consequences of shortages and
if providers have to raise their paynent rates and so forth
it won't show up in the wage i ndex for four years.

Real | y whether that's a problemor not depends on

whether it affects different areas differently. |If the
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shortage is w despread across the country and everyone has
to raise their wage rates, it won't change the wage i ndex

because it's relative. And it beconmes nore of an issue of
what sort of an update you would have to give to recognize
the change in market conditions.

But in any case, there's not nmuch we can do about
the timng of the wage index data, even if the shortage
probl ens are geographically spotty.

DR. ROAE: Just followng up on that. | think
that's an interesting observation. Do we know if the
purported or alleged shortage is local or variable? O is
it general ?

MR, PETTENG LL: | don't.

DR ROAE: Is it worse in rural areas than urban
areas or vice versa? Do we know?

DR. WAKEFI ELD: | haven't seen rural versus urban
breakdowns. We've got data from across the country, state
data and then regional data, national data fromthe nationa
sanpl e survey but | don't believe |I've seen rural versus

urban data, only anecdotal. And that anecdote is pretty
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significant on rural hospitals.

MR. PETTENG LL: But you woul d hear many anecdotes
out of urban hospitals, too.

DR. WAKEFI ELD:  Absol utely.

DR. W LENSKY: One woul d assune that the inner-
city shortages, the difficulties may be worse. Any of the
institutions that get stressed at all probably are going --

DR. RONE: Are |less able to pay higher salaries.
The hospital w th higher margi ns woul d presunably be better
able to respond to this kind of chall enge.

DR. W LENSKY: That would be your guess, but
have not seen any data on that.

DR. RONE: The ones that have sone noney |eft over
at the end of the day.

MR. PETTENG LL: Options for the | abor share. W
tal ked about the possibility of -- we raised questions about
whet her all of the conmponents currently included in the
| abor share really should be there. W don't know the
definitive answer to that question. Certainly, | don't.

And so the recommendation basically asks the Health Care
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Fi nanci ng Adm nistration to go back and take another | ook.
They haven't updated the wage to the market basket, which is
where this information conmes from recently. |It's about
time to do that.

So the recommendation is not for themto take
specific action that would affect paynents necessarily.

It's to go | ook and see whether the weights included in the
| abor share are still appropriate.

Just to give you an idea of what it m ght nmean, we
made up a scenario in which the | abor share would be reduced
from71.1 percent to 67 percent. But that's just an
illustration. That's not because we think it really would
end up being 67 percent.

Again, there's nothing that says that this would
be budget neutral, but in fact at 67 percent it conmes out
cl ose to budget neutral. It would reduce paynents sonmewhat
for urban hospitals and increase themfor rural hospitals.
And you can see the nunbers in front of you, for |ow margin
hospitals it would raise margins slightly, at least in rural

areas, and reduce themslightly in urban high margin
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hospitals, but raise themin rural high margin hospitals.

DR RONE: It would raise the nmargins --

MR, PETTENG LL: Woul d raise paynents for high
margin rural hospitals, yes.

DR. ROAE: High margin hospitals. |If the baseline
margin is 22.7 you're giving themO0.5 nore, why does the
margi n go down?

MR. PETTENG LL: Must be an error.

MR. ASHBY: No, it's not an error.

MR, PETTENG LL: Actually it doesn't have to be

MR. ASHBY: No, it doesn't have to be an error.
Sadly to say, the answer to that is that there's a different
sanpl e used for the mddle colum than the right colum
because not all the hospitals have reported on the margins
data. But our change in paynents is based on a 100 percent
sanple of hospitals. So we get a little bit of bias. The
one to pay attention to is the mddle colum, and that one
is conpletely accurate.

DR. ROAE: So how nmuch would we redistribute if we

did that? W had $22 million, we had $300 nmillion, we had
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$700 million, and now we're up to?

DR. REI SCHAUER: | confess, Jack is right, because
| left out the urban and the urban went up in one table and
not the other.

MR. ASHBY: |In terns of the additional spending
al together, which is the kind of nunber we're tal king about
here, al nost not hi ng.

DR. ROAE: But how about redistribution?

MR. ASHBY: It is budget neutral, so there's no
i ncreased spendi ng.

DR. RONE: How nuch woul d you redistribute?

MR. ASHBY: | don't know. W would have to go
back and cal culate that. The answer to that is buried in

sone nassive printouts we have, but | don't know.

DR NEWHOUSE: 1'd like to make a comrent on the
logic here, if | could. It goes to actually the |anguage in
the recommendati on that says, nearly always. | believe that

Wall Street law firnms charge higher rates than law firnms in
Dubuque. Now if I'ma hospital in Dubuque, | may sonetines

use the Wall Street law firm | probably nore often use the
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Dubuque law firm but | don't know The fact that Wall
Street law firns and Dubuque law firns continue to exi st
doesn't to ne inply that we should pull |aw purchases or
| awyers purchases into a national index.

VWhat we ought to do is, in principle, whichis
data we don't have, how often do you buy | aw services from
hi gh-priced or frommajor netropolitan area law firns rather
than locally? Even if you did that 25 percent of the tine,
presumably that would fall -- by this reconmendati on you
woul d now take all of the law -- the 75 percent you
purchased locally and put it into a national index.

MR. ASHBY: But renenber, if we took all of the
suspect categories and nade themall national we would end
up with a 63 percent |abor share. For sinulation purposes
we went with the 67 to represent exactly that notion. The
answer is going to be in the m ddl e sonewhere.

DR. NEWHOUSE: But how do we know t hat ?

MR. ASHBY: It's going to be sonewhere between the
top and the bottom

DR. NEWHOUSE: It depends how broadly you want to
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define the m ddl e.

MR. SMTH. And purchases aren't going to be in
the mddle either, Jack. |It's at least as illogical that a
New York City-based hospital would purchase | egal services
i n Dubuque as the other way around. So the skewing here is
constant rather than noving toward a nean. Putting all of
these things into a national nmarketbasket gets the skew ng
wrong on both ends it seens to ne.

MS. RAPHAEL: You based this on asking national
firms and they told you that they charged the sane fee.
That hasn't been ny experience in dealing with technol ogy
conpani es, accounting firnms, consulting firns, legal firns.
My experience has been that the rates are very locally
determned. But | just think that we need to do a | ot nore
wor k before we could confortably --

MR. PETTENGQ LL: That's why we didn't say change
it. W said, go back and | ook.

DR. NEWHOUSE: But you did say, only includes
costs nearly always purchased in | ocal markets, inplying

that if you bought sone non-trivial fraction in a national
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mar ket you' d put everything into the national index.

MR. PETTENG LL: How would you |ike to change
that? Wuld you |like to change it to generally purchased --

DR. NEWHOUSE: |'d just strike, nearly always;
resources that are purchased in |ocal markets.

MR, HACKBARTH. So you woul d actually split the
cat egory.

DR NEWHOUSE: |I'mnot really sure the ganme is
worth the candle at the end, but if you were going to do the
policy thing I think that's what you ought to do. You ought
to take the overall hospital. Things that are purchased
| ocally ought to vary with the wage i ndex and things that
are purchased nationally -- now there's Carol's issue about
rates. | don't know the answer -- that's a further
question. M guess is, if we're literally tal king about |aw
firms, that the Wall Street law firm does charge Dubuque
what it charges New York Cty, but maybe not. But there are
probably other national firns that do vary their rates, and
in principle that should be accounted for.

MR. PETTENG LL: Not only that, there are other
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services included on the list that clearly are not |ocal.

| f you buy conputing services these days you don't -- you
can get themfrom anywhere. And if you choose as a hospita
admnistrator to buy themlocally, that's no reason why

Medi care should increase its paynent for that if you can buy
the sane thing --

It's Iike hospitals that go out and buy drugs and
they get themthrough a | ocal organization and pay 30
percent nore. Should Medicare raise its prices to
accommodat e that when the sane supplies are avail able
t hrough a national market at |ower rates?

MR. HACKBARTH:. Today the | abor-nonlabor split is
drawn fromthe marketbasket. What is the test applied
there? |If this recommendation is nearly always, what is the
anal ogous test in the narketbasket?

MR. PETTENG LL: That's a good question. | don't
know. Basically the marketbasket has weights for all of the
price indicators and those are devel oped froma conbi nation
of data fromthe Bureau of Econom c Analysis, their input-

out put tables, and from AHA data, and there's probably sone
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Medi care cost report data in the mx. But in the end,
think it's a judgnent about which weights are considered to
be --

MR. ASHBY: | think there's another answer to that
t hough. That is that all of themthat HCFA has | abel ed

| ocal are local because they are driven by labor that is

| ocal .

MR. PETTENG LL: That's what their judgnent is

MR. ASHBY: Yes. So their judgnent is that all of
the itens, if you wll, whether it's a conputer service or
supplies or whatever, that they are all national. That is

t heir judgnent.

MR. HACKBARTH. But sone of these are clearly a
m x of local and national, |ike |legal services. So they
have to be applying sonme test, explicit or inplicit, and
say, this one's going on.

MR LISK: Let nme just clarify it. It's all
| abor-rel ated costs, what they consider |abor-rel ated
expenditures are then classified as |abor related and then

treated as though they are local. So there's no distinction
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bet ween | ocal and national in terns of how HCFA devel ops

that weight. They determne what is the | abor-rel
and that's what they apply the wage index to.

MR, HACKBARTH: So if it involves --

ated share

MR. ASHBY: If it involves labor, or if it's a
product - -

MR LISK: If it involves |abor, the wage index is
applied to that share.

MR, ASHBY: It is still a judgnent, and probably

not overly accurate either.

DR. REI SCHAUER Can | ask another clarifying

poi nt about these tables? W have |ow nmargin and

mar gi n. That doesn't exhaust the universe.

hi gh

MR, PETTENG LL: No, we have the m ddle group as

wel | .

DR. REI SCHAUER: There's sonething in the mddle

and we're to presune that the effects on themare

pretty

m ni mal usually? W care about high and | ow and you're

drawing a distinction, but if there was another panel that

sai d everybody el se and we saw a huge | eap or fal

in them
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we'd be very concerned about --

MR. ASHBY: There wasn't, | don't believe, a
singl e case where that was the situation. But we got into
this to highlight the low margin hospitals. W put the high
in there for balance | guess, but it's an arbitrary choice
in a sense.

MR. PETTENG LL: To the extent that we put tables
in the report they wll have all three.

MR. ASHBY: The next issue has to do with the PPS
base rates. The inpatient PPS currently has two base rates,
one for large urban areas. That's areas with a popul ation
over 1 mllion. One for all renmaining urban areas plus
rural areas. This option is to raise the rural-other urban
base paynent rate to the |evel of the |arge urban.

You remenber from our discussion at the | ast
nmeeting that there are argunents both pro and con here and
there is, at least in our assessnent, no clearly correct
answer in ternms of inproving the rationality of the system
So this is going to be kind of a tough choice.

The | eadi ng argunment against raising the rural
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base paynent rate is that our multivariate anal ysis showed
that costs are lower in rural areas after we control for
wages, teaching, case mx, and so forth, the other factors
accounted for in the paynent system

But at the sanme tine, there's clearly another side
to that coin. Qur analysis also showed that there is no
justification for the higher base rate that we al ready have
for large urban areas. Costs in large urban hospitals are
only higher in raw form After you control for the other
factors in the paynent systemthey are not any higher than
in other urban areas.

So equalizing the base paynent rates would have a
m xed result in terns of inproving the accuracy of our
paynment rates. It would get it closer for sone groups,
farther away for others. So clearly one could justify
ei t her nove.

But also on the pro side, one m ght argue that
there is an inherent advantage in having a single base
paynent rate with then a set of targeted paynment adjustnents

to account for factors that have a differential effect on
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di fferent groups of hospitals. As we've tal ked about at
l ength, our ability to inplenment sonme of those needed
adj ustnents is probably several years away, but that doesn't
necessarily take away fromthe basic point that ideally one
woul d want a single base paynent rate adjusted as needed.

So there are, in our mnds, three options here.
One is to recommend no change, and that, as we say, mght in
part reflect our belief that the other reconmendations that
we are making will do enough to produce equitable paynents
bet ween urban and rural and at the individual hospital
level. To help informyour judgnent in that area, we
sinmul ated the inpact of several of the |eading options that
we' ve been tal king about together so that you can see what
t he conbi ned i npact would look like. W'Ill get to that in
just a nonent.

Qur second option is to defer the issue until at
| east the next cycle and we'd have nore information on how
rural hospitals and urban hospitals conpare financially, and
we' d al so have nore information on the option that we

tabl ed, and that was extending the expanded transfer policy
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to all DRGs and returning the savings to the base rates.
Because that option is interesting to contrast against this
one.

Bot h of these options would raise the rural base
paynment rate, and oddly enough, by probably simlar anounts.
The difference is that this option would in essence be paid
for by large urban hospitals proportionately. The transfer
option would be paid for by those individual hospitals that
have to date profited by being able to transition their
patients to post-acute care early in the episode. That
woul d include, of course, sonme rural hospitals as well as
many ur ban hospitals.

So one is sinply a bit nore targeted than the
other in terns of funding a budget neutral option. O
course we don't necessarily want to rule out the idea that
we woul d eventually want to do both, so we |eave that one
open.

The third option is to actually reconmend
equal i zing these rates now. W could look at it as a

per mmnent change or we could |look at it as a tenporary
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change pending finalizing these other targeted adjustnents.
O course, in Washington, tenporary is sonetinmes neasured in
decades. But nonetheless, it in theory could be sunset at
sonme poi nt when we have conpl eted ot her worKk.

Looki ng at the inpact table, we've |ooked at this
opti on budget neutral. Cbviously it would not necessarily
have to be. The main finding here is that this would
increase rural rates on average by 0.5 percent. The 0.1
percent reduction on the urban side nmasks a decline of 0.6
percent in large urban areas -- they're the ones that are
paying for this -- and an increase of simlar proportion to
rural anong the other urban areas.

DR. ROAE: Do you know how rmuch noney that woul d
redi stribute?

MR. ASHBY: Again we didn't add it up, but a fair
anmount to be sure.

Lastly, wanted to point out that the 0.8 percent
i ncrease down in the bottomtwo groups is the full effect of
this recomendation. The dimnished effect anong the other

three groups that you see there happens because sone of them



10

11

12

13

14

15

16

17

18

19

20

182

are paid outside of PPS and they are not affected by this
change.

So to hel p you consider whether this is the kind
of nove that we would need to make we | ooked at the conbi ned
i npact of four options that we've been di scussing today.

Let me say right off the bat, the four were ones that we

t hought m ght be | eading options in your mnds, but there's
a whol e bunch of different pernutations of options that
coul d have been anal yzed but we didn't have a whol e bunch of
tinme to do this so we picked out a couple to represent the
situation here.

So if we can | ook at the next overhead, the four
that are included here, actually they're there; | don't
think I need to read them They're the ones that we have
been | ooking at here. Two of these are, the wage rel ated
ones are redistributive. The last two, the DSH and the | ow
vol une are assuned as new nonies for this analysis. Then
t he second conbi nati on we | ooked at are these sane four plus
adding in the idea of raising the rural rate.

So if we ook at the table, the key finding here
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is that the four policy options in conbination would raise
rural rates on average by 2.5 percent. You renenber | said
last tine at the last neeting that the gap in inpatient
margi ns and al so the gap in total Mdicare margi ns between
urban and rural hospitals was about 10 percentage points.

In the first columm, the baseline already reduces that to
eight points. That's the BIPA change that has al ready gone
into effect. These four policy options together would bring
the gap down to six percentage points.

Then if we go on to the next table and add in the
| ast one we see, first of all, that the increase in the
rural rates has gone from 2.5 percent to 3.2 percent, and
t he gap between urban and rural falls another percentage
point fromsix down to five

| guess | would add just parenthetically, if we
did this raising the rural base rate not budget neutral it
woul d reduce the gap down to four. And as we tal ked about
| ast tinme, our goal was not necessarily to equalize nmargins
here at all, but this is an indication of how nuch the gap

would fall. Mst of the remaining difference can be
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attributed to the | ME adjustnent, and of course that's
sonething that's firmy in place and we're not talking about
narrowi ng that gap here at all. So that's the scenario.

DR. RONE: And DSH to sonme extent.

MR. ASHBY: To sone extent. But renenber, we have
a proposal for DSH that's in here that elimnates a | ot of
that difference. So sone, but nore |imted.

DR. LOOP: On that conbination 1-2 slide, you
don't nean enpl oyed physician data. Don't you nean teaching
physi ci an hours? What is enployed physician data?

MR. ASHBY: You're inplying there's other Kkinds of
enpl oyed physicians. Perhaps that was not the right word to
stick in there, but sanme option.

DR. LOOP: But before you said teaching physician
hours, because not all teaching physicians spend their tine
t eachi ng.

MR. ASHBY: Yes. In any event, it would be
nmeasured --

DR. LOOP: Probably the mnority of enployed

physi ci ans actually teach at all.
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MR. ASHBY: That's right. |In any event, is it
carried at the FTE that the teaching physicians actually are
engaged.

DR RONE: It's the IME piece is what you're
really talking about. [It's the nunber of hours that
physi ci ans are dedicated to teaching as opposed to running
the energency roomor the coronary care unit.

MR. ASHBY: R ght. But to answer Floyd's
guestion, it is carried in terns of FTE physicians. It's
not carried in nunber of people involved, so it is accurate
in that sense.

DR. LOOP: That sane termis used in the text too,
enpl oyed physician data. You probably ought to say
sonet hi ng el se.

MR. ASHBY: Cean the wording up there, okay.

DR. WAKEFI ELD: Jack, what on conmbination 2 is
rai sing that urban hospital rate from13.6 to 13.8, the
mar gi n? Wat's raising that margin?

MR. ASHBY: That's the other urban. Renenber, the

base rate is for rural and other urban, so on the urban side
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there's a mx of up and down.

MR SMTH  And you didn't disaggregate, Jack
ur ban hospital where [inaudible] --

MR. ASHBY: No. W have that data. | guess we
were just limting the nunber of tables here.

MR SMTH Let nme ask a question which | know we
don't know the answer to, but we've asked a bunch of
redi stributive questions. Wat would be the cunul ative
redistribution of either of the policy packages? W don't
whi ch are big and which are little, or we know which are big
and which are little. But it seens to nme now they could add
up to quite a bit. It would be inportant to know t hat
before --

MR. ASHBY: | think actually it's fair to say that
of the four options you're |ooking at there, only one of
themreally has a significant redistributive effect, and
that's the | abor share. So that's where the redistribution
takes place. The other wage index is a real tiny change,
although it's redistributive too. And the other two

policies don't redistribute at all. So it's really little
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nore than what we | ooked at with the |abor share al one.
That's kind of where the action is redistributively.

DR. WAKEFI ELD: Jack, just because you can tell ne
more quickly than | can find it. |It's the case that we're
suggesting if we adopt the recommendation dealing with the
| abor share that it be | ooked at, though the way you have it
reflected here in this policy option is that it would
actually be reduced; is that correct?

MR, ASHBY: W had to assune sonething in order to
do a simulation. So that's where we canme up with the 67
percent |abor share, it was kind of in the mddle. But as
Joe pointed out, we have no idea whether the mddle is the
right place. W just had to assune sonet hi ng.

DR. W LENSKY: But let nme make sure the
conmmi ssioners understand. The point is really an inportant
one. |If we were to adopt package one, we are not saying (B)
is actually what occurs. Wat we would be recommending is
that the Secretary exam ne the difference between this
national and | ocal |abor and nake decisions that put themin

their appropriate slot. And that it's only for purposes of



10

11

12

13

14

15

16

17

18

19

20

188

trying to get a sense of what it mght look |like that he's
used this.

MR. ASHBY: Right.

DR. WLENSKY: So if you were to say, let's |ook
at what we call conbination one, step Bwll be what it wll
be after there's an exam nation of the national versus |oca
| abor distinction.

MR. ASHBY: We'll make that point very clear in
t he report.

DR. RONE: So you're really changing (B) to
reduced | abor share rather than to 67 percent.

DR. WLENSKY: O not even. It wll be to
eval uate the nodification and it's only -- | think,
correctly, for purposes of being able to sinulate, you have
to assunme sonething. By taking it in the mddle, we try to
mnimze the error. But in fact there's no reason to assune
it would be in the mddle.

MR. HACKBARTH. How much of the change descri bed
on the inpact table is attributable to that assunption of 67

percent? That's a big piece of what's here, isn't it?
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MR, ASHBY: No, | would say the biggest piece is

t he di sproportionate share actually, which is not
redistributive, and that's not budget neutral. | guess the

| abor share is sort of like the next one in line, if you

will, but it's significantly smaller than the DSH
M5. RAPHAEL: | just had a question about the | ow
vol une adjustnent. |[|If we noved toward a policy of

i npl enmenting a | ow vol une adj ustnent, does that nean that we
woul d need to then consider it in other areas where there
al so are | ow vol une i ssues?

MR. ASHBY: R ght, | think that it is incunbent on
us to continue the analysis in other areas. Next in line,
if you will, would be hospital outpatient, wthout a doubt,
an area that we should be --

DR. WLENSKY: | assume you are meani ng non-rural

MS. RAPHAEL: Yes, | was.

MR. ASHBY: | think it's worth enphasi zing that.
W didn't really see the | ow vol une adjustnent as being
restricted to rural hospitals either. |If there are other

hospitals that neet the criteria, including the distance
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criteria, there is no reason whatsoever to restrict this to
rural areas.

DR. WLENSKY: Again, that's really consistent
with what we said is our preferred strategy for naking these
fixes, is to recognize that we are not currently making an
adj ustment that would i nprove the paynent by acknow edgi ng
that | ow volune institutions have higher costs. So although
it would primarily affect rural hospitals, if there was a
| ow volunme institution is what is a non-rural setting, we'll
presumably make the same kind of adjustnents, and the sane
wth the distance. This primarily is going to affect rural
but it's not being done as a "rural fix."

MR. HACKBARTH: Help nme sort out the rural and
ot her urban base rate. The basic logic of the systemis you
have a base rate and then you adjust that for things that
are beyond the hospital's control, whether m x of patients,
its input costs, et cetera.

Here we have a difference in the base rate that
isn't related to that logic. In fact it's an artifact of

the systemwhen it was first put in place, and the goal is
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tolimt redistribution. The original urban-rural
differential was put in so that there wasn't too nuch noney
shifted around in the system Gadually we got it down to
this, to the rural-other urban differential. But that |ogic
is based not on cost beyond the control of the provider but
just a political rationale that we don't want to shift noney
about .

MR. ASHBY: | would say that's a fair statenent.

MR. HACKBARTH. Now, Jack, in describing the |ogic
behind it you said, we do sinulations and we see that the
costs are lower in the rural -other urban category.

MR. ASHBY: They're lower in the rural category.
They're not lower in the other urban category. So that's
why | say, the findings don't match the current system
already. |If there were to be a division, it appears that
the right division is urban-rural which is where we started
out way back at the beginning. But we wanted to phase that
out. Sonehow we ended up with this distinction between
| arge urban and ot her urban, and that distinction does not

appear to have any enpirical base.
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DR. WAKEFI ELD: Could | ask a foll owup question?
If | understood it correctly, Jack, did you also say that
there was no justification for the higher base rate for
| arger hospital s?

MR. ASHBY: Large urban. That's not | arger
hospitals, that's | arge urban areas.

DR. WAKEFI ELD: That's what | nean, | arge
popul ati on hospitals.

MR. ASHBY: Exactly. The nultivariate analysis
does not support that distinction at all. There is no
di fference in underlying cost between | arge urban areas and
ot her urban areas.

DR. W LENSKY: But there is between urban and
rural .

MR. ASHBY: Right.

DR. WLENSKY: So the only question is really
whet her we do sonet hi ng about the other urban.

DR. WAKEFI ELD: And if you do sonet hing about the
ot her urban, what inpact does that have on the urban?

MR. ASHBY: |f you did sonmething on other urban
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alone it would have no inpact, obviously. If it was budget
neutral it would have a negative inpact. But | guess we
were assum ng that we were not going there. That if we nmade
any change at all it would be to get to a single rate, which
has a certain intuitive appeal, to sinplify the system It
woul d be one |l ess border in the systemif we had one rate
her e.

DR. RONE: Just for the sake of trying to blind
justice, if the data that we're given are correct, and if
rural hospitals have consistently higher total margins than
urban hospitals, why is it beyond thinking that you woul d
actually distribute noney fromrural to urban? 1|'m not
suggesting we do that, but everybody says, we can't go
there. It seens to ne that if in fact that data we're given
are correct, that if that's sonething that we wanted to
di scuss, we should discuss it.

DR. WLENSKY: That's true of total Medicare
mar gi ns.

DR. RONE: No, total hospital margins.

MR KERNS: That's not the case on the overal
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Medi car e.

DR. WLENSKY: W're trying to inpact what
Medi care is doing, and in the sanme dissertation that we
didn't want to, or had sone rel uctance about making up for
sone bad decisions of the private sectors in urban areas, |
don't know that we want to penalize rural areas for being
able to cut good deal s because of their positions in rural
areas. \What we're trying to do is get Medicare paynent
right and to nake what are good Medi care argunents.

DR. ROAE: | accept that. | think that's the
right answer. But for ne at least, the difficulty in
| ooking at this, Gail, relates to the fact that the factors
that regulate the total margin of the hospitals sonetines
are unlinked to the factors that are driving the Mdicare
mar gi ns of the hospital. Let nme give you an exanpl e that

"' m thinking of.

Many of the rural hospitals -- now |'mputting ny
health plan hat on. | have a lot of hats here, but this is
the health plan hat. |'m serious about this though, and

maybe the econom sts can tell nme where |I'm w ong.



10

11

12

13

14

15

16

17

18

19

20

195

The rural hospitals do very well with the health
pl ans. The data and the figures in this chapter, the health
pl ans pay the rural hospitals 140 percent of charges -- or
costs, 140 percent of cost according to these data. | think
they do that in part because the plans need to have access
for their nmenbers to the hospitals, there's no conpetition,
no other hospital so there's not really a market. That is a
| arge part of making the total margin for the rura
hospital s higher than the total margins for the urban
hospi tal s.

Now i f we say we want to raise the Medicare
paynents to make sure that the total margin for Medicare for
rural is equal to that of urban or is equal to zero, that's
not going to reduce the advantage that the rural hospitals
have with the health plans. They're not going to stop
getting 135 to 140 percent of cost. Wat's going to happen
is the distance between the total margin of the rural
hospitals and the urban hospitals is going to get greater
because of this lack of -- | nean, that's what | see as

sonebody who's focusing nore on the total margin.
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So if we wind up doing sonething like this, and
any one of these or nore of them-- and |I'm not comrenting
on any of these in particular, | was just thinking about
this. That because of this effect we're going to wind up in
two years com ng back the difference between the total
margins is even greater. W have to think of that as well
as the Medicare program

| think if these hospitals have high positive
total margins then our Medicare beneficiaries are going to
have access to these hospitals. The hospitals are going to
be there, they're going to be sustained, et cetera.

DR. W LENSKY: But we still want to make -- to the
extent that we make adjustnents that we think -- to the
extent that we make recommendati ons to change Medi care
paynent in a way that we believe inproves the accuracy and
validity of the Medicare paynent, |ike nmaking an adj ust nment
for | ow volunme because costs are higher in | ow vol unme
institutions, that is sonmething that we ought to be
confortabl e maki ng because it makes for a better paynent

system | think we ought to hesitate from nmaking
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recommendati ons purely because of the effect they have on
margins if we don't believe it is an inprovenent to how
Medi care pays.

Now at the end of the day when we have what we
think are the best Medicare paynents, if we think there are
areas where there will be access problens for seniors, then
we have a different issue. But | don't think we should not
do sonething when we think it will make for a nore accurate
Medi care paynent. Now the fact that it may alleviate what
we think are sone other pressures, fine.

But we really can nmake the justifications why --
|"ve tried to raise this several tines during the day, is
that, in ny view, based on what we've said as a conm ssion
before, we ought to be | ooking at changes that inprove
Medi care paynents. And we ought to | ook at the
di stributional effects between whatever groups that we think
are relevant -- and this is supposed to be focusing on
rural. So obviously the first question is, if we're making
what we think is a better paynent, what does it do for rural

hospitals, and which rural hospitals, and how do we feel
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about that?

DR RONE: | would only say, | accept that and
think it's consistent wwth what |I'msaying also. | guess |
woul d just conplete nmy thought, Gail, by saying that | think
that that's right but that in doing that and making those
adjustnments to inprove the quality and fit of the Medicare
paynents, we should be m ndful of the effects on the
i ndi vi dual hospitals.

And since the groups of hospitals overlap so nuch
in their characteristics with respect to how they' re doing
on these margins, Medicare or others, as Julian has pointed
out, if the change you' re going to make to target sone of
these identified inequities or weaknesses in the Medicare

paynments, irrespective of the effect it's going to have on

i ncreasing the overall margin of the hospital, is also one
of redistribution -- of noving noney from sonme Medicare
hospitals to other Medicare hospitals -- that even further

aggravates what | see as this overall margin effect because
it lowers urban as it raises rural.

That doubles the effect. And | see that as



10

11

12

13

14

15

16

17

18

19

20

199

probably not worth the candle. 1It's kind of, above all, do
no harm That's different than sone of these targeted
recomendati ons that have cone along that we've heard today
which we'll get to, which are nore targeted toward the rea
needs of the Medicare programtoward sone of the rural
hospitals, rather than all of them

DR. W LENSKY: Again, | think we're going to go
t hrough each of these recomendati ons and we'l|l have an
ability to either accept or not accept the reconmendati on on
its own nerits. | think trying to | ook at, when we | ook at
several of these in conbination, what do we do or what
i npact that we'll have | think is fair.

MR SMTH | think the logic of what you and Jack
just went through is right, Gail, but | think it's a m stake
when we're | ooki ng at recommendati ons that are
redistributive to think that our only nmetric of change ought
to be rural hospitals.

| think part of what we need to be concerned with
is the maintenance of the hospital infrastructure that

provi des support to Medicare patients. |It's not obvious to
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me that if we weaken it in urban areas by reducing total
margins and inprove it in rural areas by increasing total
mar gi ns, that we shouldn't |look at total margins, at the

i npact of the Medicare systemon total margins to the extent
that that has an inpact on the stability and viability of
the institutions.

DR. WLENSKY: | think that's fair. The fact is
unl ess we're just tal king about putting nore noney into the
hospital area -- and we have, at least in ternms of our
previ ous recommendations believed that the current paynent,
paynments in current |aw were adequate, that |ooking at sone
of these specific issues and seeing whether or not there's a
better way to focus Medicare paynments is an appropriate
exerci se.

| think that was why the inpact on total nargins
for urban and rural, and if there are other hospitals that
you want to |l ook at we can at least try to provide you with
that information in the interim is appropriate. W're not
just looking at howit affects rural, but we are giving nore

attention to howit's affecting rural. There are categories
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to show ot herw se

Now we know that, or we all understand that in
Medi care as we currently have it structured, that the DSH
and the indirect nedical education, the GVE paynents,
produce very high Medi care margi ns which hel p have total
margins that are at least in the positive range for the very
| arge urban hospitals. | think we all realize that because,
particularly of the function they play in the aggregate of
t he uni nsured, that whatever our views about how effective a
targeting nmechanismthat is, there is a particular
rel ati onship going on and we're not anxious to have a major
change in the distribution.

One of the fortunate factors is that you can do
nore to change the rural because they're not only a snal
proportion of the hospitals but they tend to be typically
smal | hospitals, so that in doing sonething that inproves
accuracy, that has sone beneficial effect on rural, you're
tending to have a very small effect on urban because of the
relative dollars that are accounted for. | think it's fair

to say if you're having redistribution, you ought to have
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sone idea about where you're redistributing fromas well as
where you're redistributing to.
MR. HACKBARTH. |If there's a change that nakes

sense within the logic of the systemthat has a

redistributive effect away fromurban towards rural, | hope
we'll go ahead and do the change --

DR W LENSKY: | agree.

MR, HACKBARTH. -- because it's logical; it

perfects, inproves the accuracy of the paynent system |If
we get to the point though, Jack, where these changes have
driven urban hospitals into financial distress, |ooking at
the total margin, then I think the appropriate response is
to take that into account when we do the update factor. Not
to forgo inprovenents in the system because they have a
redi stributive effect.

| think that if we ook at the total margin as
sort of a fallback; yes, we have to assure there's an
adequate infrastructure for our Medicare beneficiaries. But
our principal responsibility is as a payer for Mdicare.

But we don't want to drive all the urban hospitals into
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bankruptcy, and if we need to do sonething, let's do it
t hrough an update.

DR. ROAE: Let ne respond though. Wth all due
respect, | think we have different points of view because
we' ve spent our tinme doing different things. | think your
suggestion is, if we do this and it drives the hospitals
into distress and financial crisis, then we will correct it
with the update factor, is a policy-oriented, inside-the-

Bel tway point of view. As a guy who has run hospitals and
had to fire people and close units and reduce services as |
go into distress, only then to have Congress respond and two
years later | get sonme nore noney so | can open the unit
again, that's no way to run a conmunity resource.

MR. HACKBARTH: But the rural hospitals would say
t he sane thing

DR. RONE: | know they would. |'mnot suggesting
that this is urban versus rural. |'mjust saying that the
way to run policy, if we want to have sustai nabl e resources
for our Medicare beneficiaries to get access to high quality

care is not to say, we'll do this and if you go broken then
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we'll change and we'll give you sone and we can resuscitate
you. W need a sustained system That's all. [It's just a
phi | osophi cal --

DR. WLENSKY: Let nme try to rem nd people, first
in terns of the relative magnitudes that we're tal king
about. | think people are getting totally off the base of
anything we're tal king about. W have been tal king about
relatively small changes that nmean nore for the rurals
because they account for 20 percent of the hospitals and 10
percent of the dollars or less or whatever. | nean, we're
t al ki ng about rather nodest change.

The second thing is the kind of statenents we nmade
for the rural apply for the urban, which is that if at the
end of the day we have had the best kind of paynent policies
that we can cone up with and we think there nay be probl ens,
then we ought to feel confortable about recomendi ng non-
Medi care solutions to address the problens. Now | don't
think we are anywhere near that. | think people are getting
into argunents and corners w thout thinking about the

nunbers that are invol ved here.
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But just as we said several tines about rurals,
that there are things that are appropriate for Medicare to
do, and there may be other issues that are perfectly
appropriate for public policy that go beyond Medi care,
certainly are appropriate to say for the urbans.

But what we're trying to do on the changes we' ve
been tal ki ng about thus far is, is do what we believe are
i nprovenents. And to the extent that the policy issues cone
up which we don't think are justified on policy grounds, and
sone of the wage change, the floors and the wage indexes
would fall into that category, then we think they're not
appropriate policies.

| don't think we're tal king about redistribution
of the level that you're raising, but again | think that if
we find that there's any change and we think any change has
a negative inpact on urban hospitals and it's Medicare's
pl ace to nmake sure there's no -- anything we do is budget
neutral with regard to urban hospitals, that would put a
burden that | think we have not held when we went the other

di recti on.
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MR. ASHBY: Can | interject here that we have two
smal | potential inprovenents that don't necessarily increase
rural margins as well still on the table that we wanted to
go through too, when the appropriate point is --

DR. WLENSKY: W're going to cone back to do each
of these recomendations, so unless there's -- to review

them |Is there sonething that you want to say at this

poi nt ?

DR. WAKEFI ELD: It was just basically the sane
points that you nmade, Gail. |If you hadn't have nade them |
woul d have nmade them for the record. |In the interest of

time I'mdeferring.

MR KERNS: |'mjust here to revisit one subject
we spoke about at the |last neeting and to raise one nore.
We have sonme new data that may informyour decision
regarding the rural referral center recommendati on we spoke
about | ast nonth.

To refresh your nenory, rural referral center
receive waivers fromtwo of the three rules for

reclassification. One, they don't have to show proximty to
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the area they want to relocate, and the second, they don't
have to show that their wages are in excess of 106 percent
of their actual area' s wages.

| f these hospitals really do enploy a nore
expensi ve staff mx, as how the program was based so that
t hey woul d have a higher staff mx, then their higher cost
should result in wages above the threshold required for
reclassification. W found that in 2000, 50 percent of
rural referral centers that were classified to a new wage
i ndex had wages that were bel ow 106 percent of their area's
average, and therefore qualified for reclassification based
solely on this special exception.

Based on the inequality suggested by these
nunbers, you may w sh to recommend that the Congress require
rural referral centers to make the sane wage threshol ds as
ot her hospitals for reclassification, but retain their
wai ver of the proximty rule.

As a conprom se neasure, you could consider
requiring that rural referral centers have wages that are at

| east above average for their area. W found that nearly
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one in four, 23 percent, of reclassified rural referral
centers, when they were sent to a new wage i ndex had wages
bel ow the statewi de rural average. So they were already
receiving paynents favorable to their facility's costs.

Wth this refinenment, those rural referral centers
that nmeet the rationale for different treatnent, having
hi gher resource costs, would continue to be reclassified,
and those that don't would not.

This next one is the sole comunity hospitals. At
the last neeting | reported that the critical access
hospitals are not counted as like facilities, simlar
hospitals, in applying the 35-mle distance test for
applicants to the sole comunity hospital program Wth the
steady increase in the nunber of critical access hospitals
from?219 last fall to over 350 today and the prom se of nore
to cone, the Comm ssion expressed concern that the nunber of
sole community hospitals could also increase dramatically,
and possi bly unnecessarily.

We anal yzed road mle distances to the next

hospital and found that when we include critical access
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hospitals only 45 percent of sole community hospitals are
nore than 35 mles fromanother hospital. The nunber of
sol e community hospitals increased by 75 in the |ast year,
and it may begin to increase at a further rate. R ght now
nearly 1,200 rural hospitals, which is nore than half of al
rural hospitals, are either sole community or critical
access.

I n discussions with HCFA |I've heard that the
nunber of sole community hospitals could increase because
there's a growing interest of hospitals calling in and
aski ng about the rule, and hospitals wanting to coll aborate
together in application for these prograns, et cetera.

DR. W LENSKY: But either we believe that the
critical access hospital definition has sonme neaning, in
whi ch case they're not simlar hospitals. | find that
either we don't really nean that they're simlar hospitals,
or we think that sonehow the critical access hospital is a
phony distinction, in my view That if these aren't really
hospitals any nore, they're nedical holding centers. Then

it strikes nme that saying that you have in your presence a



10

11

12

13

14

15

16

17

18

19

20

210

medi cal holding center still nmeans you're a sole comunity
hospital, because by definition nmedical holding centers
aren't going to be community hospitals. That's what they
pl edged when they becane a critical access hospital.

MR. ASHBY: They still provide inpatient care
there's just kind of a slow continuum of what inpatient care
means that's very wide, and where to draw the line --

DR. WLENSKY: Cearly, the Congress decided
they're not community hospitals, that's why they' re giving
them the special privileges of being critical access
hospitals. W can argue about this. Either you don't
believe that a critical access hospital is a real entity, or
if you do then it strikes me that this isn't logically
consi stent.

Al though | understand the concern that you're
raising of, are these alnost hospitals. |If they're al nost
hospitals, we ought to be asking why we're giving themthe
special privileges of being critical access hospitals. So
either you don't buy into the special support that critical

access hospitals are given or it doesn't seemto ne that
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this really is supportable. You can decide which direction
that you think is nost appropriate.

MR. ASHBY: | think we're at the end of the |ist
if we want to backtrack

DR. W LENSKY: Wy don't we go back to the
recommendations. | apol ogize for making people wait so |ong
in doing the recomrendati ons but we frequently trip on the
fact that it's comng |ater argunent when we do them one at
atinme. The first has to do with disproportionate share.
This, as you will recall, was to take at |east one step
further where Congress had gone on having a simlar
threshol d but having a differential cap.

DR. RONE: Could we have with each of these sone
under standing of the financial inplications?

DR. WLENSKY: This is an add-on cost.

MR ASHBY: Right, it's on the order of $180
mllion or so cost.

DR. WLENSKY: This was basically consistent with
the recommendati on that we made of which Congress adopted

part.
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MR. ASHBY: Right.

DR. WLENSKY: So we're effectively reiterating
our previous recomendation, somewhat nodified.

MR. HACKBARTH: When Congress went, | think you
said a third of the way last tine, was it just for budget
reasons that they only went a third of the way or was there
sonme other logic behind it?

MR, ASHBY: No, it was largely for budget reasons.
We argued that if you have a cap on how nuch you can spend,
better to at | east nake the qualifying criteria equal and
cap it at the very high end. But in the end it was a budget
deci si on.

DR. W LENSKY: Any changes to the |anguage?

DR. REI SCHAUER: Not to the | anguage, but |
presunme our end objective is to elimnate the cap altogether
at sone point.

MR ASHBY: Right.

DR. REI SCHAUER | woul d hope that in the text at
| east, or in the wording here, that it would say, for the

time being raise this, rather then sone --
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MR. ASHBY: W tried to nake that clear. This is
taking us towards a final goal, and we're not forgetting the
final goal

DR. WLENSKY: Also the change that we want to
have unconpensated care included as the appropriate trigger.

DR. NELSON: | wasn't here when the decision on
the 10 percent figure was made. Wiy was it 10 instead of
nine or 117

MR. ASHBY: It about cut the difference one-
third/two-thirds. There was also the thought that 10
percent is a figure that's already in law. That is the rate
that is available to sole community hospitals which nmake up
a third of the rural hospitals. So by nmaking it 10 across
the board we've at | east created sone consistency across al
rural hospitals, until we get to the next step when there
woul dn't be a cap at all. But even having said that, it's
not like it's a scientifically determ ned, correct nunber.

DR. W LENSKY: Any further discussion on this?

Al in favor?

Al |l opposed?
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Al'l not voting?
Next recommendation? M understanding was it
shoul d read that Congress should require the Secretary to

devel op a graduated adjustnent is the words that should be

in there?
DR ROSS:  Yes.
DR. WLENSKY: So insert that phrase.
MR. HACKBARTH. Say again, Gil.

DR. W LENSKY: The Congress should require the
Secretary to devel op a graduated adj ustnent.

DR RONE: This is the $22 million one, right?

M5. ROSENBLATT: Is this with or without the
mles?

MR. ASHBY: W were |looking at that as a separate
recomendati on, but want to include that, too.

DR. WLENSKY: |Is there a reason not to put them
t oget her ?

MR. ASHBY: It was only the thought that there's

two decisions here. One is whether the | ow vol ume concept
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makes sense, and then secondly, whether you want to make it
uniformy available or create an access to it. | think if
you approve both concepts then it only nake sense to go back
and fold them back into one reconmmendati on.

M5. ROSENBLATT: | was taking it as an either/or.

DR NEWHOUSE: No.

MR, ASHBY: W had it as two essentially because
you can have one without the other. But if you want both,
then let's fold it into one reconmendati on.

MR. HACKBARTH. Put it as one, because | don't
support the first one wthout the second.

DR. REISCHAUER | don't want one w thout the
ot her .

DR. WLENSKY: |Is everybody confortable putting
the two together?

DR. WAKEFI ELD: | have a question. Jack, what
does this do to the discussion you had in the narrative
about one option could be to split the | ow vol unme adj ust nent
if you had two hospitals that were within sonewhat the sane

area? Does that factor in here at all or no?
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MR. ASHBY: Yes. W suggested that that was the
way to handl e hospitals that are closer than 15 mles. So
i f your recomrendation has the 15-mle standard in it, then
t he backup | anguage woul d explain that that's the
appropriate way to treat those that are less than 15 mles.
In theory, | guess you could bring that up to the bold | evel
of the recommendation two, but sonmehow it seened |ike nore
of a detail level for supporting |anguage.

M5. NEWPORT: |'mnot sure, maybe it's just we've
been on this so long, but the weather conditions, is that
defined already as sonething that's --

MR. ASHBY: Those are already built into | aw for
sole community and critical access where we have m | eage
things. So | guess it was kind of a matter of bringing that
up qui ck enough when you inpl enent the standards.

DR. WLENSKY: But this is a phrase of art that's
already in | aw.

MR. ASHBY: Right.

DR. WLENSKY: |Is everybody confortable then

amendi ng the recomendation that we just made to include the
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qualifications of this?

DR ROAE: Thirty-five mles apart.

MR. KERNS: It would be road m | es.

MR LISK: | think the only thing is whether you
want it to be specific on a mleage or not, or just |eave
that as it is here in the discussion.

DR. WLENSKY: Are we confortable in |leaving the
wording as it's there?

Ckay, let ne have a formal vote of all voting yes
on this, as anended?

Al'l voting no?

Al'l not voting?

Thank you.

DR RONE: On this next one, | may have m ssed the
di scussion, but can you give ne just a mnute on the
certified registered nurse anesthetists? Wy are we taking
out certified registered nurse anesthetists?

MR. PETTENGQ LL: Because they're paid under Part
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DR. W LENSKY: Any comment about the
recommendat i on?

Al in favor?

Al'l voting no?

Al'l not voting?

Al right, the next recommendati on?

DR. LOOP: | was just pointing out to ny |earned
col | eague here that the CRNA cost and the CRNA rei nbursenent
for education are not the sane, reinbursenent for training.
So I don't know whether that's true across the country, but
t hey ought to take a portion of that that is reinbursed and
del ete that rather than taking away all CRNAs.

DR. RONE: For his institution, the cost, he gets
Part B for it.

MR. ASHBY: But renenber, the only thing that is
at issue here is not the paynent but their salaries as a
mechani sm for nmeasuring prevailing |abor conditions in the
ar ea.

DR. LOOP: | thought it was just for Part B

r ei nbur senment .
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MR. ASHBY: They are paid under Part B, but what

we pay themisn't the issue here. It's their salary rates
when they are enployed by the hospital that's the issue
here. HCFA's thinking was, if they're not going to be paid
under the Part A systemthen why have their salaries hel ping
to cal culate the average wage rate for the area.

DR. WLENSKY: This was not in terns of their
rei mbursenent. This was only in terns of whether to count
that salary as part of the wage rate adjustnent. W'IlIl have
t he vote anended.

The next one, Joe had requested that we delete the
nearly always phrase in front of purchased at the end, and
al so to have the Secretary should reexam ne as opposed to
carefully reexam ne

MR SMTH  Joe's changes go to part of ny
concern. | think this one, Gail, fails your test of decent
Medi care paynent policy and falls into, how do we shove nore
nmoney in one direction. Joe had raised the question earlier
of an inappropriate geopolitical tilt in sonme of the

r ecommrendat i ons. | think this one has that.
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| like the first option at the beginning of Jack's
slide which was, do nothing. | would prefer -- we don't
have nuch evidence here that costs are msclassified. This
is redistributive in a way that we don't fully understand,
and it doesn't have much to do, based on anything that we
know, with good Medi care paynent policy. Now nmaybe a
careful reexam nation would help get us there, but the
wording of this is suggestive of an outcone that | don't
t hi nk what we know justifies.

DR. WLENSKY: | appreciate the concern you're
raising. As | read this recomendation, | don't see that it
says that, so it would be very inportant what would be in
the text. But as | read this recommendati on now it says,
the Secretary should reexam ne the cost in the | abor share
to ensure that each | abor share only includes cost for
resources that are purchased in |local markets. | don't see
anything wong wth that statenent.

DR. RONE: Yes, but, Gail, the discussion that we
had about this revol ved around a nodel that was present of

an estinmate of what kind of change would occur, so that's



10

11

12

13

14

15

16

17

18

19

20

221

what we're basing our responses on. |It's not |like we didn't
have the discussion. And when we asked how much the
redistribution was it was said, we don't really know, it's
buried in the data somewhere. Until we know that | sort of
feel as David feels.

MR SMTH | think the problemhere is there's no
reason to ask the Secretary to reexam ne unl ess we think
there's a problemthat ought to be fixed, and the discussion
in the text suggests that the problemis a probl em which
could be fixed by redistributing fromurban to rural. |
don't think that case is nmade, and unless it's nmade |'m not
sure why we woul d ask the Secretary to reexam ne sonet hi ng.

Then the exanpl e we have, which further buttresses
the presunption that this index is wong is an exanpl e that
woul d result in a 4 percent shift, or a 4 percent

rewei ghting, which would result in an unknown shift having

unknown consequences. | just don't think we're there.
MR, HACKBARTH: | woul d not support going to 67
percent because it's in the mddle. | do think that there

are a nunber of anecdotes or reasons why you m ght suspect
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that the current allocation is not the right one, because as
Craig said, it's an absolute test now |If there's any | abor
involved it's considered to be local. W can all nane a

hal f - dozen exanples off the top of our head what that
assunption woul d not be an accurate one.

So |'mnot sure what the outcome woul d be, and
we're not suggesting that the Secretary just inplenent
sonething. W're saying, we need nore information to
eval uate whether this is in fact a problemor not. If we
don't get nore information then we're going to be in a
position where a policy judgnent is nade w thout any data.

DR. RONE: W can get nore information wthout the
Secretary getting nore information.

DR. W LENSKY: W do those kinds of
recommendati ons, ask the Secretary to | ook at sonething
because we think there's an issue. W did that when talking
about our disproportionate share discussions last tinme in
terms of the distributions.

| think that we're going to have to go back -- if

we adopt this, we have to go back and make sure that the
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text supports the discussion, which is that currently the
presunption is any |abor is local |abor. Nowthat is an
extrenme assunption, and the question of trying to assess
enpirically under what conditions these kinds of issues
beconme relevant and howto try to deal wwth themstrikes ne
as appropri ate.

So | think that the text discussion needs to
foll ow the sense of what was raised. But | guess | don't
see that what we're asking the Secretary to do in the text

IS 1 nappropriate.

DR. ROAE: | don't see that either fromthat point
of view, Gail. | guess to reiterate ny earlier point, |
don't want to be cast in taking a position that all |abor is
national or all labor is local, and there are many

di stinctions and exanples that we could give here that we
all have. | nean, that's silly.

DR. WLENSKY: But that is where we are now

DR. RONE: | understand that. [|'mthinking about
why are we doing this at all? You' ve heard what | have to

say about overall margins and Medicare margi ns, et cetera,
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and if that's what we're trying to fix ny viewis there
isn't a problemthere.

MR. ASHBY: No, we originally got into it because
we really thought that there was a good chance that the
shares were i nappropriately defined now when you really
t hi nk about how these markets work. On both the |abor side
and on the profit it seened --

DR. ROAE: You can't give us any estimate of what
the redistributive effect would be?

DR. WLENSKY: He's not at this point not even
sayi ng what the error is.

DR. ROAE: No, but we did have presentation for
hal f an hour of a nodel. Wat would be the effect of that
nodel ? We don't know. How can you ask us to vote if we
don't have --

DR. W LENSKY: Because we're not asking to
recommend 67 percent. W're asking to go back and | ook --

DR. REI SCHAUER: VWhat we're asking is, do it
better than it's done now. W know it's wong. The better

m ght be a very margi nal change after the Secretary | ooks at
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it, or it mght be 67 percent even, but | doubt it. | think
it's probably going to be a very, very small change.

DR. W LENSKY: But we know what we have now is
wWr ong.

DR. WAKEFI ELD: | think wage index in total is a
very serious issue, not just for providers in rural areas to
try to get a handle on what's going on with it, but it is
al so for policymakers. It is a big, substantive topic of
di scussion. The nore |ight we can shed on what the
conponent parts are that nmay or may not be problematic, |
think we do a service to both policymkers and to providers.
Sonme of the researchers that | talk to say that this is
probably one of the areas that is really off, but all we're
doing is talking in anecdote until we've got good dat a.

In part what | hear, and | guess it's just nme now
and the hour, but it's sonehow saying we shouldn't | ook at
this, even though we're going to be inforned if the
Secretary is looked at it. For sone reason the Secretary
shoul dn't examne it, when we're quite certain that there

are problens, but we don't have good information about the
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magni tude of those problens. So |I'm having a tough tine
with the difficulty of this, |I guess I'll say, and I'Il just
get to the point which is, | support the recommendati on

m nus the word carefully.

DR. STOAERS. 1'mgoing to be redundant on
purpose, and that is to say that we know we've got a problem
here. Mary, | agree, we need to take a look at it. | agree
with not setting the 67 percent. But to those in the rural
areas, obviously this needs to be | ooked at and we need to
do it.

DR. WLENSKY: Julian, do you want to say
somnet hi ng?

MR, PETTENG LL: | want to just point out two
things. First, the 67 percent was nothing but an
illustration. It was only a neans of giving you a sense of
scal e.

M5. RAPHAEL: But how did you conme to that,

Julian, because it wasn't clear in the text?
MR. PETTENG LL: | canme to that by recognizing

that the proportion of |abor costs that is attributed to
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wages and salaries is 63 percent. The remainder from63
percent to 71.1 is these categories whose origin, whose

rel evant classification is uncertain. W split the
difference, taking 67 percent just to give people a sense of
the scale of what changes in the | abor share m ght produce.
Not to indicate what we thought would really happen if HCFA
reexam ned the wei ghts.

The second point is that HCFA reexam nes the
wei ghts every tinme they rebase the market basket, which they
do periodically. It was due this past year. They deferred
it because they had a new Adm nistration comng in and
didn't have sonebody at the top of HCFA to nmke deci sions.
So presumably they will be doing rebasing the narketbasket
quite soon.

When PPS was first inplenented, the | abor share
was 74.1 percent; not 71.1 percent. It has changed tw ce as
a result of rebasing the marketbasket weights. This is not
sonething that is extraordinary. |It's happened before. And
it's not out of bounds to think that the assignnent of the

conponents woul dn't change again with reconsideration.
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That's all. The recommendation is, take a | ook.

DR. RONE: If what you're saying is they take a
| ook automatically...

MR. ASHBY: Yet their assunption all the way al ong
for the whole 15 years has been all labor is local. It
still has driven their thinking all the way al ong.

M5. RAPHAEL: Maybe that's right.

DR. WLENSKY: That is why it's two different
things. They will do a reassessnent. But we're saying
al so, reconsider the assunption that you' ve nade that al
| abor, by definition, is local. Have this be enpirical, not
an assunption.

MR SMTH  Gil, just to make sure | understand
the assertion that that's the assunption. As | |ook at
Tabl e W7 which deconstructs the | abor shares, it seens to
me that sonme of what's listed as national has clearly got a
| abor conponent in it. Non-nedical professional fees,
that's not |laborless. Neither is business services.

So maybe |I'm m sunder st andi ng sonet hing, but if

you go to the table in the back that deconstructs the index
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what you find is that the assertion that everything that's
got labor in it is local sinply isn't true.

MR. ASHBY: Are you sure you're |ooking at HCFA' s
assessment or our assessnent?

MR SMTH | may have m sunderstood the footnote
and the reference to the table, Jack.

MR. ASHBY: The national one was us suggesting
that this mght be sonething less than all local. By the
sanme token, we weren't going to say it's all nationa
ei t her.

MR SMTH |I'msorry, | msunderstood your
ref erence.

DR. WLENSKY: Again, | want to reiterate that
what we're suggesting here is that just as HCFA reexam nes
enpirically the share, that HCFA reexam ne the assunption
that is nade. |I'ma little surprised at the vehenence, and
|"mthinking this is vehemence wi thout enpirical basis,
because we don't know what the nunber is.

MR SMTH | think it would be ny concern, Gail

and | appreciate the concern about our anxiety. | think
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context matters a lot here. |In the context of two nonths of
di scussi on about rural-urban disparities and a whol e day
spent on a series of efforts to nove noney into rural areas,
which | have no quarrel with, we have a recomendati on which
is redistributive and | arge and unsi zed and unar gued.

Now | don't want to argue agai nst good information
and nore data. | think the context in which we're asked to
vote on this suggests that we're for a recal culation that
woul d result in a redistribution between urban and rural.
don't think we're prepared to do that.

DR RONE: 1'd like to say, since |'ve just been
accused of working in a data-free environnent |I'd like to
respond to you, Gail. | think I"'mwhere David is. | nean,
how can we say we're against better analysis? That's not
what we're trying to say.

What we don't want to say is that MedPAC supports
changing to a new distribution here based on a new anal ysi s
irrespective of the inplications of redistributing an
unknown amount of dollars froman unknown set of hospitals

to anot her unknown set of hospitals, right, David? If we
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can be clear about that, fine. But ny concern is that --

DR. WLENSKY: Wwere is it that you're -- | agree,
| would certainly not support such a reconmmendation. \Were
is --

MR. SM TH  But the recommendation doesn't exi st
on the moon, Gail. The recomrendation exists in the context
of this chapter and this discussion. Perhaps if we wanted
to rewite it to say questions have been rai sed and maybe we
ought to hire a contractor to |look at --

DR. W LENSKY: Wat we're requesting is that HHS
inits nultibillion dollar activities, needs to |look at this
issue. That we think that the assunption that all |abor is
| ocal, which has thus far been a part of this cal cul ation,
isn't appropriate and that it ought to be part of the
enpirical anal ysis.

MR. HACKBARTH. | assune the text will say
sonething |like Julian just reported, that this is a norma
t hi ng.

DR. WLENSKY: Part of it is normal. The

reexam nati on of the anpunt for |abor is normal.
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MR. HACKBARTH. And it hasn't happened -- it's a

poi nt of concern or contention and we recommend that the
Secretary take a look at this and give us sonme nore dat a.

MR SMTH If it's normal, why do we need to make
a recommendati on?

DR. REISCHAUER If I'mnot wong, these are
nati onal weights, and the Secretary is going to go in and
see how nmuch is purchased locally and how nmuch is purchased
nationally, and the ending weights are going to be dom nated
by the urban areas, which in fact are the national weights
right now | don't think there's going to be a huge change
when you finish all this.

| think it's going to be a lot of work. And I
t hi nk probably what we should be saying is sonething |ike,
the Secretary should do an analysis of this problemto see
-- first of all, to see whether this is going to end up
being a significant thing at all. M guess is it's not
going to be, just because the urban areas, their prices are
close to the national averages and they're determ ning these

wei ght s anyway.
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DR. WLENSKY: | think it well could be in sone
ways too bad, although it's not an inappropriate assunption,
that the splitting for illustrative purposes, that that
deci sion was nmade rather than 10 percent off of where they
are for just the reasons that you have suggested. But what
| see us recommending is that when the normal course of
reexam ning the | abor share occurs, that this assunption --
that sonme enpirical work be done to test this assunption
about | ocal versus national weights.

VWiile | think that's appropriate and consi stent
with the kinds of recomrendati ons we make to i nprove paynent
all the time, | think it's particularly inportant to dea
with this right now for political reasons -- politica
reasons to try to get better policy, not political reasons
in ternms of just bowwng with the wind -- in the sense that
this issue is of great concern to the rural areas. Wat
we' re suggesting is that it ought to be informed with sone
enpirical analysis as opposed to having argunents based on
gut beliefs that aren't informed with enpirical analysis.

We've heard this notion of, is it nostly in a
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national market, is it nostly in a |ocal market? Rather
than rely on anecdote, what we're saying is that we ought to
have sone enpirical analysis and shed sone |ight on this.

MR. ASHBY: It's only fair to point out that we do
have sone rural groups running around argui ng how extrenely
| ow their | abor shares are and how the system di scrim nates
agai nst themand so forth. That's all sort of datal ess as
well. W tend not to just believe that at face val ue any
nmore than the rest, but there is certainly a | ot of opinion
in that direction.

MR. HACKBARTH: | assune that the text of the
report will not include the nodeling of the 67 percent,
because that was just grabbed out of the air. 1'd second
what Gail said. | think if we don't address things |like
this with better information, then we run the risk that
Congress, faced with the anecdotes says, we'll inpose 67
percent just as a conprom se between 63 and 71, and | think
that's bad policy.

It's something that shoul d happen in the norma

course of events and it hasn't. | think it's entirely
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appropriate for us to say, we need to get on with this or
sonet hi ng uni nfornmed by data coul d happen

DR. WLENSKY: | do think that this portion of the
di scussion -- we need to go ahead to see where the
comm ssioners stand on this issue. But it certainly needs
to be reworded in terns of the discussion so that you can
reflect the kinds of issues that have been rai sed here.

All right, the recomendation to delete carefully,
to delete nearly always, is how the wordi ng stands now. Are
t here any ot her changes people want to propose?

Al voting in favor?

Al'l voting no?

Al'l not voting?

Then are you confortable that you have enough
gui dance on what goes into the recomendati on?

MR. ASHBY: Yes.

DR. ROAE: Now that we've voted, | think that
David and | had not discussed this issue previously
[inaudible] It can't be that the two of us were both

conpl etely whacko. There was a sense that in sone of the
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di scussion or the nodeling or the exanple that was given or

sonething that this was sonething that MedPAC knew that this
was redistribution, we knew how much noney it would be, and

this is our nodel, this is our proposal. There was a sense

-- now nmaybe we were the only two people that got that.

DR. WLENSKY: It was unfortunate that because an
illustration was chosen that involved a | arge nunber,
al t hough as Bob just suggested that when you think about
what the weights are going to be, the fact is they're going
to be dom nated by what goes on in the urban area because
that's where the weight is. And unless you think that
sonehow when you try to cal cul ate national versus |ocal that
really is going to skew that a | arge anount, which is very
unlikely -- | nean, it's probably instead of 71 it m ght be
70 or 69.5.

DR. ROSS: Let nme add a coda to that too, because
as David pointed out, the flavor of the discussion or the
simulation is how can we shovel noney fromone group to
anot her? Renenber the criteria that Jack laid out at |ast

month's presentation -- Jack Ashby -- of the options that
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we're bringing to you include things that staff would
recommend as well as a nunber of options that are out there
on the tabl e because they are being discussed on the Hill
We simul ated them so you could see what they do, and didn't
necessarily nmake a recomendati on.

So a nunber of those options that | ook Iike
they' re just taking noney fromPeter to Paul, those are
bei ng di scussed. That may have col ored sone of the
di scussion when in fact that wasn't the intent of this
particul ar policy.

DR. WLENSKY: It was, as much as anything, to
give you sone rationales to why we were concerned about this
when our focus has been how to try to get the best Mdicare
paynment that we can, and then if we think there are other
probl ens that need to be addressed, decide how we want to
address them

The option for the base paynent rates of rural and
ot her urban areas.

My recomendation is that no nore paper cone to

t he comm ssioners w thout having page nunbers on it so when
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we want to refer we can know how to refer.

It's right on the page after the draft
recomendati on we just discussed.

MR. ASHBY: Again, we didn't put this in a draft
recommendation. It wasn't to that extent yet.

DR. WLENSKY: | understand. At the nonent it
seens like | would be with nunber one. M/ sense is that
we' re not doing anything now. That we believe that we are
doi ng recomendations at this point in tinme that wll
i nprove the Medicare paynent, and that at |east wth regard
to these other two we're not in a position where we're
interested in maki ng these other recommendati ons.

MR. HACKBARTH: | agree that this isn't the tinme
to do sonething on this. | was curious though as to nunber
two and why this was explicitly linked to the expanded
transfer option. How are they connected?

MR. ASHBY: As we said they're parallel in the
sense that both would raise the rural base paynent rate, and
how they differ is in howit ends up being paid for. So

that rai ses another option for --
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DR. WLENSKY: But we can take that up next tine.

MR. ASHBY: But we can take that up next tine,

whi ch was kind of the point there.

DR. W LENSKY: The draft rural referral. I'd |ike

to ask that people think about this as one of two options

for this recoomendation. One is we can require neeting the

sanme wage threshold, or the one that was in the text as an

alternative which is that they wages should be at |east

above average in the state, which strikes ne as a sonewhat

| ess harsh rul e.

MR. KERNS: In the state rural area, if they are a

rural hospital

DR. WLENSKY: In the state rural area, yes.

think I would be nore confortable in making -- at the very

| east they ought to be above average in order to get this

speci al treatnent.

MR. HACKBARTH. How many rural referral centers

woul d | ose their status based on using the state average?

MR. KERNS: Twenty-three percent of those

reclassified, 23 percent of 177; 40,

sonething |ike that.
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MR. HACKBARTH: And then if it's 106 percent how
many woul d | ose?

MR. KERNS: About half, so 85.

DR W LENSKY:

| feel confortable saying, if you re not at the
average, forget it. That's it. But putting to the sane one
just strikes nme as a higher threshold than we're going to
actual ly get, whereas naybe we can sell this.

MR. KERNS: One small thing to point out is the
criteria for reclassification was just reduced from 108 to
106 and they're not even neeting that one.

DR. W LENSKY: \Whatever. Let's get themto above
average. | don't really disagree in principle. |1'd just
like to make sure -- because | think we're nore likely to
stay where we are if we have this --

DR. RONE: |s above average above the average or
above the nedi an?

DR. WLENSKY: | was thinking of it as 100 percent
whi ch woul d nake it above the average.

MR. KERNS: What was your question, Jack?
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DR. WLENSKY: Was it above the average or above
the nmedi an? Probably the nedian is | ower.

MR. KERNS: Average, the nean.

DR. W LENSKY: The nean woul d be higher, | assune.
The average should be higher, and it would be in the way up
to -- I wuuld Iike 106 percent. | don't think that's an
unreasonable target. That's the wage rate that's now in
law. | would like to, at the very mnimum to not have
wages that are at the average, and to be able to claim
special status strikes ne as inappropriate.

DR. ROAE: And the nmean woul d be higher than the
medi an.

DR. W LENSKY: The nmean will be higher -- I'm
saying that. | assune that --

MR. KERNS: Assune |arger hospitals pay nore, and
it's a reasonabl e assunpti on.

DR. WLENSKY: | don't know it, but ny guess wll
be the nean is above the nedian. So | would prefer to see
the recommendation say at | east should be the average,

require the average for reclassification.
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MR. KERNS: The second neasure, the conproni se
nmeasur e.

DR. W LENSKY: Right.

MR. ASHBY: So we'll change the wordi ng
accordingly and that's what you're going to vote on?

DR. W LENSKY: Wy don't we vote on that first,
and if you want we can vote on this one second?

Al'l those in favor of requiring that they neet at
| east the average wage threshold requi renent, voting aye?

Voti ng no?

Not voting?

Is there an interest in having a vote on this
hi gher threshol d?

kay, we'll leave it at this. | actually
initially supported the recommendation, this one we're
tal ki ng about, the sole conmunity hospital. Initially when
| read what was in there | supported the notion that was in
there of counting the critical access hospital in
determ ning for sole comunity hospital purposes whet her

there was another hospital in the area.
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But as | have thought about it nore, | don't find
that consistent. That is, when you're a sole community
hospital presumably you are acting in a particular position
in your community; that you're the only full-service
hospital in the area. | think that's a rel evant
requi renent, that you be the only full-service hospital in
t he area.

While | understand the concern that you' ve raised
or that HCFA has raised that with a substantial increase in
the nunber of critical access hospitals popping up, do we
now | ose the sense of what it neans to be a sole conmunity
hospital. M coment would be, if that's really a problem
we ought to reexam ne our definition of a critical access
hospital and not reexam ne how we define sole comunity.
Sole community is the only full-service hospital in 35
mles, or however we define it. | think that's the right
di stinction.

I f we're sonehow getting non-critical access
hospitals into the critical access definition then that's

what we ought to go back and reexamne. That's just as |
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have thought about it nore, this isn't the right place to
clanp down. It's what we may be allowng in as critical
access hospitals.

MR. ASHBY: As we said before, that's probably an
issue we want to nonitor is the escalation of what CAH
means. Hopefully, the |ow vol une adjustnent woul d nake sone
progress in that regard, because if soneone's under the
margi n that would be helped by this then we may be able --

DR. W LENSKY: Maybe they don't have to becone
critical access hospitals.

MR. ASHBY: Exactly, we'll have | ess becom ng
critical access.

DR. WLENSKY: Right. And | think that would be a
better way to fix this problem

DR ROAE: If you think about it fromthe point of
view of the beneficiaries rather than the hospitals, how
woul d this recommendation hel p the beneficiaries? It
woul dn' t .

MR. KERNS: It would help the trust fund.

DR RONE: | nean, it's all about hospitals. It's
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not about beneficiaries. It's really not going to help --
the hospitals are what they are. Changing the | abel isn't
going to --

MR. KERNS: It would change the way they're paid.

DR. WLENSKY: But it's about what it does to
hospitals. The fact is, froma beneficiary's point of view
you are still only assured that there will be a full-service
hospital within 35 mles.

DR. ROAE: That's ny point.

DR. WLENSKY: That's why | recommend we do not
adopt this.

DR. BRAUN. It alnost seens as if it ought to be
upsi de down. Critical access hospitals should not be able
to becone one if they're right close to a sole community
hospi t al

MR. ASHBY: That is also policy, Bea, they have
the same 35-m | e standard except that the states can waive
t he standard.

DR. W LENSKY: Let nme go back and say that if we

think there's a problem | believe the problem nay be how
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the critical access hospital is being defined. |If at sone
point we want to say that, let's go back and have that for
consideration. Qobviously we're not ready to say that today.

DR ROAE: So we'll get rid of this
recommendat i on.

DR. WLENSKY: We'Ill get rid of this
recomendation, and |I'mopen for reconsideration at the next
appropriate tinme on definitions of critical access hospitals
if we think that's a probl em

MR. KERNS: W did talk about it |ast nonth, the
sanme issue, with the rapid increase in critical access and
whet her --

DR. WLENSKY: You told us that but you haven't --
and | gather it's because governors can ignore --

MR. ASHBY: Yes. Now that we have our road mle
figures we can tell you that only 20 percent of the CAHs are
actually nore than 35 mles from anot her hospital.

DR. W LENSKY: But what are they? 1It's one thing
to say that they're not nore than 35 mles. Are these

usually like 20 mles? Are we talking about 15 --
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MR. KERNS: They're supposed to be 35, but it can

be wai ved.

DR. WAKEFI ELD: But we don't know how many it's
been wai ved --

DR. W LENSKY: How many are being wai ved and what
inpact is it? W've raised the issue --

MR. KERNS: | would be happy to look into that.

DR. WLENSKY: That's what |'m saying, | think
that the issue about whether there is inappropriate
designation of the status of critical access hospitals is an
i ssue that we ought to be willing to nmake a decision. Wile
the issue was raised in our March neeting, informng us
about what the real inplications are -- again, it's one
thing to say they're not neeting the 35-mle, but are we
tal king about 29.5 mles or 31 mles?

MR. ASHBY: We do have sone data on that. Now
nost of themfall between 20 and the 35. Alnost all of them
are in that --

DR. WLENSKY: So we're not tal king about big

clusters of holding centers near sole comunity hospitals.
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MR ASHBY: No.

DR. W LENSKY: Again, if you want to conme back in
our next discussion and say, here's now an i nforned,
enpirical analysis of what's been going, and we'll al so have
anot her year --

MR. ASHBY: Sure, and then we can nonitor the
progress on the programitself too.

DR. W LENSKY: Exactly. So | think that it may be
that we wll --

MR. ASHBY: We'll keep it on the agenda.

DR. WLENSKY: -- have sonething to say about how
critical access hospitals are being defined, and what the
enpirical inplications are of what's gone on, but not do it
this way.

DR. WAKEFI ELD: | do want to nmake one conmment

t hough on CAHs, and that is the way we' ve got them descri bed

inthe narrative -- and I'l|l be happy to provide you with at
| east nmy suggestion related to | anguage -- is not exactly on
target. It's not quite the characterization that |I think is

consistent wwth what's in statute. That is we've got them
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soundi ng al nost |ike MASH units, and in fact they're not, or
they don't have to be. They never, to ny know edge, were
designated to be sonething that focused purely on ER and
enough inpatient services to stabilize. That's not exactly
what you're saying but it could be interpreted that way.

In fact they're limted in terns of inpatient
capacity, bed size, and length of stay averages. But
there's no statutory | anguage that says, CAHs can only offer
this particular service set, for exanple. So | want to at
sone point go back, not now, but with the staff and nake
sure that we've got the accurate characterization consi stent
with what's in statute and what | think was the intent,
which to ne this | eads you down a slightly different road.

|'d also say in terns of the governors
designations, | think we really do need to know what nunbers
we're tal king about there because otherwise this could be a
very small issue or it could be a very significant one. It
keeps com ng back w thout data.

DR. BRAUN: | do think we want to know how often

do we have two hospitals in one town and one of them woul d
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have to cl ose except now they've found the CAH designation
and they can stay open. | don't think we want that to
happen.

DR. WLENSKY: That's why it really does strike ne
that the questions we're raising are legitimte questions
that have to do wth the status of critical access hospitals
and we ought to have sone anal ysis done, and we can nake
recommendations that we think are appropriate when we have
t hat anal ysi s.

DR. WAKEFI ELD:  Should we vote on this?

DR. WLENSKY: M sense was that | saw the heads
nod so I'minclined to --

DR. WAKEFI ELD: | wasn't asking for one.

DR W LENSKY:

Do we have one nore recommendation on this?

MR. ASHBY: No, that's it for the recomendati ons
on PPS hospitals, but we now have psych facilities.

DR. KAPLAN: Last nonth we tal ked about the reason
for studying PPS-exenpt psychiatric facilities. The BBA

established a target cap for these facilities based on the
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75th percentile of all facilities targets. For each

di scharge, psychiatric facilities are paid at the |ower of
their own costs, their own target, or the target cap. The
aggregate margin decreased 5 percent to mnus 2.3 percent in
the first year the cap was in effect. Beneficiary access
may be negatively affected by the target cap.

One target cap treats all psychiatric facilities
as if they have simlar case mx and treatnent patterns.
However, we found that governnent-owned hospitals are
different. They admt a higher proportion of disabled
beneficiaries conpared to aged, and a nuch hi gher proportion
of patients conmtted involuntarily. Their length of stay
i s about double that of either other freestanding hospitals
or hospital -based units, and nore than half of the
gover nnent - owned hospitals have a cost per case over the
target cap in both urban and rural areas.

Rural hospital -based units don't | ook very
different fromother freestanding or urban units, but 30
percent of them have cost per case over the target cap.

W'll ook alittle closer at rural units in a nonent.
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First, on this slide we see average cost per case
by hospital type, and the average for facilities with cost
per case over the cap. 1In each group, facilities with cost
per case over the cap are way over. As you can see,
gover nnment hospitals have a much hi gher average cost per
case, and hospitals over the cap have a cost per case about
twice the size of the cap. This figure also shows that in
each group rural facilities have higher cost per case than
their urban counterparts.

As | said before, 30 percent of rural hospital-
based units have cost per case greater than the cap. Wen
we exam ned the units nore closely using the U Cs, we see
that except for areas non-adjacent to netro with a city of
10,000 or nore, as facilities beconme nore rural the average
cost per case increases.

However, |ength of stay doesn't increase in the
sane way as cost per case. For exanple, in the two areas
with the seven, 11-day average |length of stay, the average
costs are 30 percent higher in the nore rural area.

W were unable to use the sane weights to derive a
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case-m x i ndex for governnent hospitals because they are so
different. However, prelimnary case-m x indices for the
other two facility types show that rural facilities have a
hi gher case m x than urban facilities of the sane type.
Urban other freestandi ng hospitals have a higher case m x

t han your urban units, but the case mx is the same for
rural other freestanding hospitals and units. This
informati on was not included in your mailing materials
because | didn't have case-m x indices then.

One target cap for all facilities does not appear
to work well for psychiatric facilities. The evidence shows
substantial differences in these facilities although we may
not know exactly why all the differences exist. The
prospective paynent systemfor inpatient psychiatric case is
mandated to begin on Cctober 1st, 2002. Not everyone thinks
that the PPS will happen on tinme, so one could think if the
recommendati on on the screen as the fallback just in case it
doesn't.

There al so was sone discussion in the mailing of

rural hospitals closing psychiatric units to apply for
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Thank you.

DR. KAPLAN:. Thank you.

DR. W LENSKY: Thank you, that was a good and
appropriately detailed discussion on the inpatient hospital.
[ Next agenda item begi ns] Honme health care, Sharon and Sal | y?

| apologize if there are people who are waiting
for public comment, but we're going to go through the end of
this since we're already about 45 m nutes behi nd.

M5. BEE: In this session this afternoon we wll
concl ude a discussion that we began | ast nonth on whet her or
not rural honme health should be exenpt fromthe honme health
prospective paynent system Last nonth we discussed the
conponents of the new PPS, information fromthe previous
cost - based paynent system and additional data needs. Today
"1l quickly review our analysis and present two
recomendati ons for your consideration.

The concept behind all of our findings is not
whet her or not the PPS is doing well, but whether or not it
will work differently in rural areas. Qur first finding is

that the paynment unit and eligibility for nmultiple episodes





